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Professional Associations and Federal 
Income Taxation: Some Questions 
and Comments 
BORIS I. BITTKER 


I. the years 1942-1948, the community property system was 
adopted by state legislatures in Oregon, Nebraska, Michigan, and 
Pennsylvania and was a candidate for adoption in New York and 
several other eastern states. Community property moved eastward 
in those days as irresistably as Rocky Mountain spotted fever, not 
because the League of Women Voters wanted it or even because it 
was the rediscovered heritage of Anglo-American law of which the 
British had been brutally deprived by the Norman Conquest, as a 
great scholar urged in his brief in Fernandez v. Wiener." Not at all. 
The appeal of community property to states that had never enjoyed 
the civilizing mission of a Spanish occupation emanated, simply and 
solely, from the fact that it permitted husband and wife to split their 
income in computing their federal income tax. As the community 
property system spread, pressure mounted to throw open the privi- 
lege of income-splitting to all married couples regardless of their 
state’s system of property law. As soon as Congress responded by 
enacting the joint return provisions of the Revenue Act of 1948, how- 
ever, the ‘‘new’’ community property states lost their taste for 
Spanish law and repealed their statutes. 

In the spring of 1961 a number of state legislatures enacted laws 
permitting physicians and other professional persons to organize 
‘‘ professional associations”’ or ‘‘ professional corporations’”’ for the 
practice of their professions.? If classified as ‘‘corporations’’ for 


Boris I. Brrrxer (B.A., Cornell University, 1938; LL.B., Yale Law School, 1941) is a 
member of the Connecticut and New York Bars and Southmayd Professor of Law, Yale 
Law School. 

1 Brief for Attorneys General as Amici Curiae, Fernandez v. Wiener, 326 U.S. 340 (1945). 
Although signed by the attorneys general of eight states, the brief is heavily stamped by 
the scholarship o* Max Radin who, with Joseph D. Brady and Walter L. Nossaman, was ‘‘ of 
counsel.’? 

2TI have not been able to examine official prints of most of the laws, and have relied 
largely upon copies supplied to me by the courtesy of John P. Courts, of Prentice-Hall, Inc. 
Statutes have been enacted in the following states: Arkansas (Acts of 1961, Act 471, 2 P-H 
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federal income tax purposes, these organizations will permit physi- 
cians, attorneys, and other professionals to enjoy the federal income 
tax advantages of qualified pension and profit-sharing plans and 
other devices open only to ‘‘employees’’ and, if personal holding 
company status can be avoided, to shift part of their income from the 
‘*top’’ of their personal returns to the ‘‘bottom”’ of their corporate 
returns. In their abandonment of traditional prohibitions on the cor- 
porate practice of medicine, law, and other professions,® the state 
legislatures displayed such haste and insouciance in response to no 
announced need except the reduction of federal income taxation,‘ 
that some observers have been reminded of the 1942-1948 commu- 
nity property syndrome. Will the Treasury again feel that it must 


Corp. Srrv. Ark. 223 (1961) (Dental Corporations) ; Acts of 1961, Act 179, 2 P-H Corp. 
Serv. Ark. 224-A (1961) (Medical Corporations) ) ; Connecticut (Acts of 1961, P.A. 158, 
2 P-H Corp. Serv. Conn. 208 (1961)); Florida (Fla. Laws 1961, H.B. 2161, 2 P-H Corp. 
Serv. Fla. 229 (1961)); Georgia (Ga. Acts 1961, Act 285, 2 P-H Corp. Serv. Ga. 115 
(1961) ) ; Illinois (Til. Laws 1961, S.B. 804, 2 P-H Corp. Srrv. Ill. 225 (1961) ) ; Minnesota 
(Minn. Laws 1961, ch. I (Extra Sess.), 3 P-H Corp. Szrv. Minn. 555 (1961) ) ; Ohio (Ohio 
Laws 1961, S. 550, 4 P-H Corp. Serv. Ohio 441 (1961)); Oklahoma (Okla. Laws 1961, 
8. 399, 4 P-H Corp. Serv. Okla. 54.67 (1961)) ; Pennsylvania (Pa. Laws 1961, A. 416, 4 
P-H Corp. Serv. Pa. 327 (1961)); South Dakota (S.D. Laws 1961, ch. 29, 4 P-H Corp. 
Serv. S.D. 87 (1961)); Tennessee (Acts of 1961, ch. 181, 4 P-H Corp. Serv. Tenn. 109 
(1961) ) ; Texas (Acts of 1961, S.B. 119, 4 P-H Corp. Srrv. Texas 424 (1961)); Wisconsin 
(Wis. Laws 1961, ch. 350, 4 P-H Corp. Serv. Wis. 339 (1961)). At this writing a bill is 
awaiting guberuatorial action in Alabama. Bills were introduced but not enacted in Cali- 
fornia, Iowa, New York, North Carolina, Oregon, Rhode Island, and Vermont. 

I have excluded from the discussion that follows certain pre-1961 statutes of a specialized 
character, such as the Connecticut law authorizing the creation of Medical Group Clinic 
Corporations. Conn. GEN. Stat. Rev. § 33-180 (Supp. 1959). This statute, prior to its 
amendment by Public Law 394 of 1961, evoked 1 favorable unpublished ruling. P-H Cur- 
RENT DEC. J 54,753 (1961). The full texts of these statutes unavailable when this article 
was prepared. 

8 The sources of these prohibitions on corporate practice of medicine, law, and other pro- 
fessions vary from state to state and are obscure in some. As to medicine, see generally 
Willeox, Hospitals and the Corporate Practice of Medicine, 45 CorNELL L.Q. 432, 435-449 
(1960). As to law, see generally DRINKER, LEGAL EruHics 159-169 (1953); Opinion 283, 
Opinions OF ABA COMMITTEE ON PROFESSIONAL ETHICS AND GRIEVANCES (1957). For 
these and other professions, see 1 FLETCHER, PRIVATE CoRPORATIONS § 97 (1931). Although 
the content of the term ‘‘ corporate practice’’ of a profession is uncertain, especially where 
professional services are provided only to employees of a common employer or are other- 
wise peripheral to the corporation’s main activities, we are here concerned with professional 
groups whose sole function is to render professional services to the public. 

4 Section 21 of the Oklahoma statute makes this alarming pronunciamento: ‘‘It being 
immediately necessary for the preservation of the public peace, health and safety, an emer- 
gency is hereby declared to exist, by reason whereof this act shall take effect and be in full 
force from and after its passage and approvual.’’ This declaration presumably satisfies art. 
5, § 58, of the Oklahoma Constitution, providing that legislative action shall not take effect 
until 90 days after the adjournment of the session, unless an emergency is declared by a 
vote of two-thirds of the membership of each house. As to federal tax reduction, evidently 
Oklahoma’s state motto is ‘‘ The Sooner, the better.’’ 














1961] PROFESSIONAL ASSOCIATIONS AND FEDERAL INCOME TAXATION 3 


either bow to the state innovations or accept federal legislation that 
it may find no less distasteful? 

The thesis of this article is that history has not repeated itself. In 
my opinion, the professional associations and corporations author- 
ized by the 1961 wave of state legislation should not be classified as 
‘‘corporations’’ for federal income tax purposes, at least not before 
a good many ambiguities in their status under state law have been re- 
solved. 

Five of the statutes (Connecticut, Georgia, Illinois, Ohio, and 
Pennsylvania) authorize professional practitioners to organize 
‘‘associations’’ or ‘‘professional associations’’ for the practice of 
their profession; these laws eschew the label ‘‘corporation,’’ and 
Georgia explicitly states that the group is ‘‘unincorporated.’’ Al- 
though some of the provisions of the state corporation laws are made 
applicable to these groups, they also bear some earmarks of unin- 
corporated groups, and their status under the Internal Revenue 
Code depends upon whether they are ‘‘associations’’ within the 
meaning of section 7701(a)(3). The ‘‘professional corporation’’ 
laws (Arkansas, Florida, Minnesota, Oklahoma, South Dakota, Ten- 
nessee, and Wisconsin) employ the term ‘‘corporation,’’ sometimes 
amplified to ‘‘professional corporation,’’ just as sedulously as the 
‘‘association’’ statutes avoid it. Without drawing directly on the 
law of unincorporated associations, however, they impose restric- 
tions on the professional corporation that are not applicable to typ- 
ical business corporations.® As will be seen, the two types of stat- 
utes ° are not sufficiently different, in my opinion, to warrant differ- 
ent classification in applying the federal income tax. 


5 I do not mean to imply, here or later, that the term ‘‘corporation’’ has an immutable 
single reference. State law customarily includes a general business corporation law, and 
then goes on to provide other rules to govern some aspects of the creation, operation, and 
liquidation of specialized corporations: membership corporations, financial institutions, 
railroad, and utility companies, etc. In a sense, therefore, there is no such creature as 
‘¢the’’ corporation. All of the groups just named, and others as well, may employ the label 
‘‘corporation’’ without engaging in misappropriation or usurpation. Moreover, when Con- 
gress referred to ‘‘corporations’’ in the Internal Revenue Code, it intended to embrace a 
variety of groups with varying characteristics, But having said this, primarily to avoid a 
charge of conceptualism in using the term ‘‘corporation,’’ I am proceeding on the theory 
that in applying the Internal Revenue Code, we must classify novel or borderline business 
groups in the manner employed in Morrissey v. Comm’r, 296 U.S. 344 (1935), viz., by com- 
paring the characteristics of the group under examination with the characteristics of 
‘‘typical’’ or ‘‘ordinary’’ corporations. A business group is not necessarily a ‘‘corpora- 
tion’’ merely because every one of its characteristics may be found, if we go far enough 
afield and draw upon enough instances, in some other group that is indisputably a corpora- 
tion. Since we must exercise judgment in generalizing from specific instances, this type of 
taxonomy is not an exact science. : 

6 The Texas provision, part of the curiously denominated ‘‘ Texas Uniform Partnership 
Act,’’ is characteristically sui generis. We are told by section 6(3) : 








4 TAX LAW REVIEW [Vol. 17: 


In addition to these differences in the state laws, there are other 
differences of a more substantial character. Some states permit only 
medicine to be practiced in group form; others extend the privilege 
to a long list of professions or to any profession requiring a license. 
Some states permit an individual practitioner to take advantage of 
the legislation ; others require at least two or three to make the elec- 
tion. There are other substantive differences among these laws, to 
some of which I shall refer hereafter. 

In my discussion, I shall assume that the statutes are valid under 
state law, although the authority of the courts over the practice of 
law may cast a shadow in some states upon the validity of legislative 
action in this area,’ and there may be problems of a constitutional, 
ethical, or other nature in other professions as well. I shall also 
assume that state licensing agencies, whose power to regulate pro- 
fessional practice by persons under their aegis is explicitly or im- 
plicitly preserved by all the statutes, will impose no restrictions 
upon the new-born professional associations or corporations which 
would weaken whatever claim to be taxed as corporations they may 
derive from the naked language of the statutes. Should the Okla- 
homa Board of Optometry, for example, exercise its power under 
Title 59, section 585, of the Oklahoma statutes to provide that a pro- 
fessional corporation will lose its franchise if one of its shareholders 
becomes a habitual drunkard or succumbs to a contagious disease, I 
should suppose that optometry corporations in that state would not 
enjoy the kind of ‘‘continuity of life’’ that is possessed by ordinary 
business corporations. 

Moreover, I shall also set aside the possibility that professional 
associations and corporations wishing to practice law, accountancy, 


*¢ An association is not a partnership under this Act if: 

*€(a) The word ‘association’ or ‘associates’ is part of and always used in the name 
under which it transacts business, and 

**(b) Its assumed name certificates, filed in accordance with law, contain a statement 
substantially as follows: ‘ This association intends not to be governed by the Texas Uniform 
Partnership Act,’ and 

*€(¢) The business it transacts is wholly or partly engaging in an activity in which cor- 
porations cannot lawfully engage. 

**This Subsection shall not be construed to change in any way the law applicable to asso- 
ciations which are not partnerships under this Act.’’ Texas Acts 1961, 8.B. 119, 4 P-H 
Corp. Serv. Texas 424 (1961). 

I exercise an author’s prerogative of exempting this statute, the legal effect of which 
escapes me, from my remarks. 

7 See In re Opinion of the Justices, 289 Mass. 607, 194 N.E. 313 (1935). 

The Supreme Court of Florida has authorized Florida lawyers to organize under the 
Florida Professional Service Corporation Act. In the Matter of The Florida Bar, 30 U.S. 
L. WEEK 2217 (1961). 
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or other professions before federal agencies may be required to re- 
linquish some of the privileges accorded to them by state law, result- 
ing in an adverse impact on their federal tax status. Finally, my 
discussion will be confined to the question whether professional asso- 
ciations and corporations qualify as ‘‘corporations’’ within the 
meaning of section 7701(a) (3) of the Code, excluding other tax hur- 
dles that they may encounter in achieving some of their intended pur- 
poses even if they succeed in attaining corporate status.® 


8 Even if these organizations are classified as ‘‘corporations,’’ some of the federal tax 
results for which their members or shareholders yearn may elude them. At least four hurdles 
remain to be surmounted: 

1. Assignment of income doctrine. If the arrangement between the shareholders and their 
corporation is an ‘‘assignment of earned income,’’ within the vague contours of cases like 
Lueas v. Earl, 281 U.S. 111 (1930), it will not be recognized for federal income tax pur- 
poses. In appropriate cases, this doctrine would permit the fees and other professional in- 
come to be attributed to the persons whose personal services created the income rather than 
to the association or ‘corporation. Some of the income might be appropriately allocated to 
the corporation, as compensation for the use of equipment, etc. owned by it, but in most 
professional firms, virtually all of the income is attributable to services rather than to 
capital. The Government’s case for a reallocation would be strongest if the professional cor- 
poration were owned by a single person. Associations and corporations with two or more 
shareholders would be less vulnerable, since an arm’s-length pooling of income does not 
ordinarily invoke the no-assignment-of-earned-income doctrine. 

2. ‘* Sham’? transaction theory. In Comm’r y. Laughton, 113 F.2d 103 (9th Cir. 1940), 
the Government attacked the validity of a corporation that employed its sole shareholder 
(Charles Laughton) under an exclusive contract at a salary very much less than the com- 
pany received for ‘‘loaning’’ him to motion picture producers. The Court framed the 
issue as ‘‘ whether Laughton’s hiring of himself to ... [the corporation] for a salary sub- 
stantially less than the compensation for which the corporation supplied his services as its 
employee to various motion picture producers, constituted, in effect, a single transaction 
by Laughton in which he received indirectly the larger sum paid by the producers,’’ and 
remanded the case to the Board of Tax Appeals for further findings. Id. at 104. The result 
on remand is not reported. The Court’s opinion speaks interchangeably of ‘‘a single trans- 
action’’ and ‘‘a sham transaction.’’ Since the Laughton case, the Government has relied on 
the personal holding company tax to reach such arrangements, but the Laughton case re- 
mains a potent weapon which the Government might turn against professional corpora- 
tions, especially those with only a single shareholder. 

Both Laughton and Lucas v. Earl may seem especially pertinent if the practitioner en- 
gages in practice simultaneously as an individual and in corporate form. See Mayes v. 
United States, 207 F.2d 326 (10th Cir. 1953), and W. B. Mayes, Jr., 21 T.C. 286 (1953). 
Many attorneys may find parallel offices unavoidable, since they will probably continue to be 
named personally to executorships, trusteeships, guardianships, and other judicially super- 
vised posts. 

I need hardly suggest the relevance of section 269 and of such cases as Gregory v. Helver- 
ing, 293 U.S. 465 (1935), Paymer v. Comm’r, 150 F.2d 334 (2d Cir. 1945), and National 
Investors Corp. v. Hoey, 144 F.2d 466 (2d Cir. 1944), to professional associations and cor- 
porations organized solely to lay a foundation for federal tax benefits. The fact that Rev. 
Rul. 56-23, 1956-1 Cum. Buu. 598, ruling that a group of doctors who adopt the form of 
an association in order to establish a qualified pension or profit-sharing plan must be treated 
as a partnership, was revoked by Rev. Rul. 57-546, 1957-2 Cum. Buu. 886, does not pre- 
clude a revival of this theory. 

8. Professional persons as ‘‘independent contractors.’’ In the case of United States v. 








6 TAX LAW REVIEW [Vol. 17: 
‘¢PrRoFEssIonaL AssociaTION’’ STATUTES 


Turning first to the statutes authorizing the creation of ‘‘profes- 
sional associations,’’ I should like to base my discussion on the Geor- 
gia Professional Association Act,® which for convenience is set out 
in full at the end of this article. 

Under the Georgia Act, two or more persons licensed to practice a 
profession under the laws of Georgia, including attorneys, certified 
public accountants, physicians, and dentists, may form a profes- 
sional association (‘‘as distinguished from a partnership”’ accord- 
ing to section 2(b) of the Act) to carry on their profession by execut- 
ing and filing Articles of Association. The association may have 
shareholders (‘‘stock-type association’’) or members (‘‘non-stock 
association’’). In either event, their interests are described as freely 
transferable, except as restricted by the Articles. Members or share- 
holders must be duly licensed to render the professional service for 
which the association is organized, except that the estate of a de- 
ceased member or shareholder may retain his interest for a reason- 
able period of administration, but without participating in decisions 
concerning the rendering of professional service, and a share or 
membership may be sold or otherwise transferred only to another 


Kintner, 216 F.2d 418 (9th Cir. 1954), physicians were held to be ‘‘employees’’ so as to be 
entitled to participate in a qualified pension plan. It is possible, however, that the ‘‘pro- 
fessional relationship’’ provision of the professional association and corporation laws will 
be interpreted to mean that the physician or other professional is an independent contractor 
rather than an employee, and hence not qualified for participation in a pension or profit- 
sharing plan. This would not alter the character of the association or corporation itself, but 
it would destroy the principal attraction that corporate status possesses for the professional 
man. See Rev. Rul. 61-178, 1961 Int. Rev. Buu. No. 41, at 8, holding that a physician was 
an ‘‘employee’’ of a business corporation rather than an independent contractor for social 
security and withholding tax purposes; one of the elements establishing the status of em- 
ployee was that he was subject to supervision ‘‘as to the manner in which his services are to 
be performed.’’ 

4, Personal holding company tax. The income of some—perhaps most—professional asso- 
ciations and corporations would probably be ‘‘ personal holding company income’? by virtue 
of section 543(a) (5) (1954), and the stock ownership requirement of section 542(a) (2) 
(1954) is also likely to be satisfied by most such groups. If the professional association or 
corporation is a personal holding company, it cannot be used to split income between the 
practitioner and his corporation, since the virtually confiscatory rate of the personal hold- 
ing company tax would penalize any accumulation of income in the corporate treasury. Use 
of the corporation for the purpose of creating a pension plan would not be precluded, how- 
ever, since the personal holding company tax is computed only after business expenses have 
been deducted. A personal holding company tax on the residue could ordinarily be avoided 
by distributing the corporation’s income in the form of salaries and dividends or by making 
an election under Subchapter 8. 

® Ga. Acts 1961, Act 285, 2 P-H Corp. Szrv. Ga. 115 (1961). See APPENDIX, pp. 36-40 
infra. 
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duly licensed person. The association may render professional serv- 
ices only through persons who are themselves duly licensed, and the 
laws applicable to the relationship between the professional and his 
patient or client are not modified. Subject to this preservation of the 
professional relationship, a member or shareholder of the associa- 
tion is not personally liable for the association’s debts unless he per- 
sonally participated in the transaction out of which the debt arose. 

The association shall be governed by a Board of Governors elected 
by the members or shareholders, ‘‘so that centralization of manage- 
ment will be assured,’’ and a person shall not have the power to bind 
the association merely by virtue of his being a member or share- 
holder. The association ‘‘shall continue as a separate entity inde- 
pendent of its members or shareholders for all purposes’’ for the 
time provided in its Articles or until dissolved by a vote of two- 
thirds of its members, notwithstanding the death, withdrawal, or 
expulsion of a member, the transfer of membership or share owner- 
ship, the admission of new members, or any other event that would 
work the dissolution of a partnership under Georgia law. 

If a member, shareholder, agent, or employee of a professional 
association becomes legally disqualified to practice his profession, 
he must sever his financial interest in, or employment with, the asso- 
ciation. An association that violates this requirement may be dis- 
solved. If the Articles fail to fix the price at which the association or 
its members or shareholders may purchase the interest of a de- 
ceased, retired, expelled, or disqualified member or shareholder, the 
price shall be book value as determined by an independent certified 
public accountant. 

An association may contract, hold and transfer real property, and 
sue and be sued in the firm name, and its assets are not liable to at- 
tachment for the individual debts of its members or shareholders. 
Finally, the association shall be governed ‘‘by all laws governing or 
applicable to corporations, where applicable’’ if not in conflict with 
the provisions of the Georgia Professional Association Act, and ‘‘no 
such association shall be held or deemed to be a partnership nor 
shall such association be governed by laws relating to partner- 
ships.’’ 

The federal income tax status of the Georgia Professional Asso- 
ciation depends upon whether it is an ‘‘association’’ within the 
meaning of section 7701(a)(3) of the Internal Revenue Code. In 
commenting on this question, I shall accept the Regulations recently 
issued under section 7701(a) (3) as a valid interpretation of the stat- 
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ute.2° We may appropriately and conveniently commence with the 
statement in the Regulations: “ 


. .. Since associates and an objective to carry on business and divide the 
gains therefrom are generally common to both corporations and partner- 
ships, the determination of whether an organization which has such character- 
istics is to be treated for tax purposes as a partnership or as an association 
[and, hence, as a corporation] depends on whether there exists centraliza- 
tion of management, continuity of life, free transferability of interests, and 
limited liability. 

Let us then examine the Georgia Professional Association to see if it 
possesses these four corporate characteristics.” 


A. Limitep Liasiniry 


Section 7 of the Georgia Professional Association Act has the fol- 
lowing to say about the personal liability of members and sharehold- 
ers of a professional association : 


This Act does not modify any law applicable to the relationship between a 
person furnishing professional service and a person receiving such service, 
including liability arising out of such professional service, and including the 
confidential relationship between the person rendering the professional serv- 
ice and the person receiving such professional service, if any, and all confiden- 


10 See generally Lyons, Comments on the New Regulations on Associations, 16 Tax 
L. Rev. 441 (1961). Efforts to establish that the new Regulations are erroneous in employ- 
ing local law, as in Ray, Corporate Tax Treatment of Medical Clinics Organized as Associa- 
tions, 39 TaxEs 73 (1961), seem to me quite unsuccessful. When the old Regulations said 
that ‘‘local law is of no importance,’’ what was obviously meant was that local law did not 
determine the organization’s classification, and the new Regulations are in accord. But in 
determining whether the organization enjoyed continuity of life, centralized management, 
etc., the old Regulations looked to local law, as the new Regulations do. The simple fact is 
that there is no other place to find the organization’s legal characteristics, as distinguished 
from its proper classification for federal income tax purposes. 

11 Reg. Sec. 301.7701-2(a) (2) (1960). 

12 The Regulations state that in addition to the six ‘‘major characteristics’’ listed in 
the above extract, ‘‘other factors may be found in some cases which may be significant in 
classifying an organization as an association, a partnership, or a trust’’ (Reg. Sec. 
301.7701-2(a) (1) (1960)), but no other such ‘‘factors’’ are identified. I shall refer in 
the text to at least three characteristics of professional associations and corporations that 
probably belong in this category of other ‘‘factors’’; all, to my mind, are earmarks of 
non-corporate status. They are: (1) the fact that members or shareholders must possess 
certain personal characteristics (they must be qualified to practice the profession; they 
evidently must not be felons; and in some instances they may not hold certain public 
offices or own shares in other professional corporations) ; (2) the fact that the vicissitudes 
of personal life (disqualification to practice, retirement, death, perhaps bankruptcy or 
conviction of a felony) may impose on the shareholder a duty to dispose of his interest; 
and (3) the fact that some professional associations (see note 41 infra) are evidently not 
required to have any capital, to treat their capital or earnings as a ‘‘trust fund’’ for 
creditors, or to meet any financial standards in the distribution of assets or the repurchase 
of shares. See notes 27, 28, 29, and 31 infra. 
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tial relationships previously enjoyed under the laws of this State or herein- 
after enacted shall remain inviolate. Subject to the foregoing provisions of 
this Section, the members or shareholders of any professional association or- 
ganized pursuant to the provisions of this Act shall not be individually liable 
for the debts of, or claims against, the professional association unless such 
member or shareholder has personally participated in the transaction for 
which the debt or claim is made or out of which it arises. 


The more general language of section 18 should also be noted, al- 
though section 7 probably preempts the subject of personal liability 
and leaves little, if any, room for the operation of section 18 in this 
area: 

Such professional association organized pursuant to the provisions of this 
Act shall be governed generally by all laws governing or applicable to corpo- 
rations, where applicable, and not in conflict herewith, and no such associa- 
tion shall be held or deemed to be a partnership nor shall such association be 
governed by laws relating to partnerships. 


Returning to section 7, we may profitably examine the first sen- 
tence at some length. Not only is it found, with minor variations, in 
most of the professional association and professional corporation 
statutes, but its inclusion in these statutes was probably essential to 
their quick and painless enactment. I do not think it is fanciful to en- 
vision the following dialogue between legislator and lobbyist in all 
of these states: 


Q. What is the purpose of this bill? 

A. It will enable doctors, lawyers, and others to get certain fed- 
eral income tax advantages now unfairly denied to them. 

Q. But will these laws affect the patient or client? 

A. Absolutely not. 

Q. How can I be sure of that? 

A. Look at Section (insert appropriate number). 


If section 7 of the Georgia Act and its counterpart in other states 
did no more than prevent the professional’s personal liability for his 
own negligence in rendering services to a patient or client from be- 
ing reduced or eliminated by the intervention of a professional asso- 
ciation or corporation, it would be of little consequence to profes- 
sionals or laymen. This is because the employee of a corporation is 
liable for his own negligence, notwithstanding the concurrent lia- 
bility of his employer under the doctrine of respondeat superior, and 
a professional employee of a professional association or corporation 
would be subject to this rule even in the absence of a provision like 
section 7 of the Georgia Act. It seems more consonant with the pur- 
pose of the Georgia Act, and with its language as well, however, to 
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construe section 7 as preserving intact the entire congeries of rela- 
tionships between an individual practitioner and his patients or 
clients."* In the case of a physician, for example, this would include 
liability for the torts or other misconduct of the nurses, laboratory 
assistants, and other technicians who work under his direction or 
supervision, even though in the case of an ordinary business corpo- 
ration an employee is not responsible for the misconduct of fellow 
employees unless it results from his own misconduct. 

In preserving the professional relationship,“ the scope of the first 
sentence of section 7 is not restricted to tort liability. The private 
practitioner also has a contractual liability to his patient or client, 
and recent cases have seen an expansion of liability in this area, es- 
pecially in suits against physicians for failure to effect a promised 
cure.’® In the case of an ordinary business corporation, employees 
are not liable for breach of a contract made in the employer’s name; 
they act as agents, not as principals. I know of no exception to this 
rule for professionals employed by a corporation. When a physician 
in the medical department of a business corporation treats an in- 
jured workman, I should not suppose that he is liable for breach of 
contract if the patient fails to get the relief implicitly or explicitly 
promised to him. A member or shareholder of a Georgia professional 
association, however, is liable to patients in both contract and tort, if 
I read the first sentence of section 7 correctly, in precisely the same 
fashion as though he were practicing privately. 

Do I stretch the first sentence of section 7 unduly by the further 
suggestion that it saddles a professional association with the mutual 
agency, resulting in mutual liability, that exists among the members 
of a professional partnership? Suppose the partners of the law firm 
of Smith, Jones and Brown reconstitute themselves as the Smith, 
Jones & Brown Professional Association under the Georgia Act. If 
the association renders an opinion, would only the member who 
wrote it be personally responsible? Or would personal liability also 
be imposed on those of his fellow members whom he consulted in 


13 Since the attorney-client and other professional privileges are surely to be preserved. 
by the Georgia Act, it seems to me incontrovertible that the term ‘‘any law’’ in section 7 
includes common law rules of liability and rules of evidence, not merely statutes. 

14 Here and elsewhere I have used the term ‘‘ professional relationship’’ as a label for 
the first sentence of section 7 of the Georgia Act, although it refers to ‘‘the’’ relationship 
between the person furnishing professional service and the person receiving such service, 
including liability ‘‘arising out of’’ the professional service. If a patient slips on a rug 
in a physician’s reception room, he may be personally liable under section 7; and even 
more remote events may be part of ‘‘the’’ relationship between the physician and his 
patient or be held to ‘‘ arise out of’’ the professional service. 

15 Miller, The Contractual Liability of Physicians and Surgeons, 1953 WasH. U.L.Q. 413. 
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preparing the opinion; on those who appear in the firm name; on 
those whose reputations led or may have led the client to come to 
the firm? Or are all members of the association personally liable on 
the ground that, being associated in the practice of law, each one is 
‘*a person furnishing professional service’’ within the meaning of 
section 7 to any client of the firm? 

If a client’s funds are mishandled, does the Georgia Act contem- 
plate that he may look only to the association and to the member or 
shareholder who engaged in the wrongdoing? Lawyers have recently 
been exhorted to establish Clients’ Security Funds on the ground 
that ‘‘we are responsible one for another and all of us for each of 
us.’’ © Whether this is true or not, a limitation of the phrase ‘‘per- 
son furnishing professional service’’ as used in section 7 of the Geor- 
gia Act and in similar statutes to the precise members of an asso- 
ciation who personally participated in the transaction out of which 
the liability arose is one of those legal consequences I should have to 
see in a judicial opinion to believe. This is not to say that the state 
legislatures might not at some time choose to permit professionals 
to substitute corporate for personal responsibility, but it should not 
be lightly assumed that this change has been consummated by a stat- 
ute that explicitly provides that the relationship between the person 
rendering professional services and the person receiving the serv- 
ices is not altered. 

Section 7 of the Georgia Act does not define the phrase ‘‘ person 
receiving such [professional] service.’’ This term could be inter- 
preted in the narrow sense of patient or client, but it might also be 
interpreted to embrace any person who relies on or is guided by the 
professional service in question, e.g., the purchaser of business as- 
sets who relies on the legal opinion of the seller’s attorney or on 
financial statements certified by the seller’s accountant. Willing as 
the state legislatures may have been to assist accountants and at- 
torneys to reduce their federal income tax burden, I doubt that they 
intended to take the radical step of undermining the confidence 
which members of the business community have come to feel they 
may properly place in opinions and certificates of this kind. For 
this reason, the phrase ‘‘ person receiving such service’’ in section 7 
should probably be interpreted to include any person who would 
have been entitled, in the absence of a professional association, to 
hold the professional who rendered the service liable for a misstate- 
ment, omission, or other defect. 

In preserving the professional relatioriship, what is the impact of 


18 Smith, A Debt of Honor, 47 A.B.A.J. 791 (1961). 
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section 7 on books and records arising from the rendition of profes- 
sional services? In the absence of an association, such documents 
belong to the professional. If an association is interposed between a 
physician and his patient, however, do the documents belong to the 
association, or does section 7 have the effect of vesting ownership in 
the physician? If it does, can personal ownership be negated by an 
agreement between the physician and his association? The issue of 
ownership could be raised in any of several ways: a withdrawing 
associate might seek to take the records of ‘‘his’’ patients with him; 
a physician might refuse to produce subpoenaed documents on the 
ground that they are personal papers that may be withheld under the 
Fifth Amendment; ete. If such claims are upheld, there would be one 
more distinction between ordinary business corporations and pro- 
fessional associations upon which the Internal Revenue Service 
might rely to establish that the association is not a ‘‘corporation.”’ 

The preceding discussion has been concerned solely with the 
meaning of the first sentence of section 7 of the Georgia Act, which 
may be found, with minor variations, in most of the statutes under 
review. The second sentence of section 7 need not detain us so long, 
since, important as it may be in Georgia, it is not found in the stat- 
utes of other states. In denying the privilege of limited liability, if 
the member or shareholder ‘‘has personally participated in the 
transaction for which the debt or claim is made or out of which it 
arises,’’ the second sentence of section 7 is not limited, as is the first 
sentence, to relations between the professional and the person re- 
ceiving professional services. Rather, it appears to make it impos- 
sible for a member or shareholder to act solely in a representative 
capacity even in the non-professional aspects of the association’s 
business. If he signs a lease, fires a secretary, or borrows funds, he is 
apparently personally liable, even though he purports to act solely 
on behalf of the association ; ‘7 and it may even be that he has ‘‘per- 
sonally participated’’ in a transaction if it is effected by an employee 
or agent acting under his direction or supervision. 

Since the second sentence of section 7 is idiosyncratic to Georgia, 
however, our main concern is whether the first sentence, in preserv- 
ing the professional’s relationship with his patient or client, is con- 


17 It is arguable that the term ‘‘ personally participated’’ does not embrace transactions 
which the member or shareholder undertook in a representative capacity. But such a narrow 
reading of this part of section 7 is hard to accept, since non-representative transactions 
would not give rise to debts of or claims against the association. It is almost equally difficult 
to accept the notion that personal liability attaches to transactions in which the member 
or shareholder ‘‘ personally participated’’ as a member or shareholder, but not to trans- 
actions in which he participated as an employee or agent of the association. 
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sistent with the kind of ‘‘limited liability’’ required by the Regula- 
tions promulgated under section 7701(a) (3) : 

An organization has the corporate characteristic of limited liability if un- 
der local law there is no member who is personally liable for the debts of or 
claims against the organization. Personal liability means that a creditor of an 
organization may seek personal satisfaction from a member of the organiza- 
tion to the extent that the assets of such organization are insufficient to satisfy 
the creditor’s claim. 


Although the limited liability granted to shareholders of ordinary 
business corporations is sometimes subject to statutory exceptions,” 
they infringe only slightly on the basic principle of limited liability. 
The first sentence of section 7, by contrast, subjects the professional 
to unlimited liability for the most important business risks of a pro- 
fessional practice, and grants immunity only from the less serious 
claims of landlords, suppliers, and employees. The difference is one 
of degree, to be sure, but it is a big one. If I read the first sentence of 
section 7 aright, I can only conclude that the limited liability it 
grants is too emaciated to satisfy the Regulations. 


B. CentraLizep MANAGEMENT 


Under the Regulations, an organization has ‘‘centralized manage- 
ment’’ if exclusive authority to make the management decisions 
necessary to the association’s business is vested in one or more, but 
less than all, of its members.”° Applying this standard to the Georgia 
professional association, we find that section 8 of the Georgia Act 
purports to centralize management in the Board of Governors to the 
exclusion of the membership. 

Neither the Regulations nor the Georgia Act define the term 
‘‘management.’’ Is it limited to renting quarters, hiring and firing 
secretaries, purchasing supplies, and like details of housekeeping? 
Or, since the association is organized ‘‘for the purpose of carrying 
on a profession and dividing the gains therefrom,’’ ** does ‘‘manage- 
ment’’ also embrace professional decisions affecting the associa- 
tion’s clientele, such as the patients to be accepted; the policies and 
routines to be followed in ordering laboratory tests, consultations, 


18 Reg. Sec. 301.7701-2(d) (1) (1960). 

19 For a description of ‘‘ added liability’’ statutes, see 13A FLETCHER, PRIVATE CoRPORA- 
TIONS §§ 6223 through 6581 (1961). Except for banks, where the added liability of share- 
holders is often limited to a specified amount rather than unlimited, these exceptions to the 
rule of limited liability are ordinarily confined to particular classes of debts, primarily 
wages due certain employees and debts for materials and supplies. 

20 Reg. Sec. 301.7701-2(c) (1960). 

21 Ga. Act § 3, p. 36 infra. 
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and other diagnostic aids; the professional procedures to be em- 
ployed or avoided; the keeping of records; the fees to be charged; 
etc.? The Georgia Act implies that the Board of Governors will 
sometimes make ‘‘decisions constituting the practice of [the 
group’s] profession’’ since it forbids an unlicensed person to par- 
ticipate in such decisions.”” To the extent that this contemplates pro- 
fessional decisions by a Board of Governors composed of less than 
all of the members or shareholders, it is not easily reconciled with 
the preservation of the traditional responsibility of each profes- 
sional to his patient or client ** or with his continuing personal re- 
sponsibility to the appropriate state licensing board. 

But if the Board of Governors does not have control over the pro- 
fessional practice of the association’s members, is management cen- 
tralized as the Regulations require? To be sure, the general counsel 
or staff physician of a business corporation has professional re- 
sponsibilities that he may not abdicate to the corporation’s board of 
directors, and his independence does not impair the centralization 
of management in such corporations. But in such cases the inde- 
pendence of the attorney or })’\ysician is peripheral to the corpora- 
tion’s business activities, and the other corporate characteristics 
are ordinarily present in unalloyed form. With the professional as- 
sociation, however, professional practice is the be-all and end-all of 
the organization, and the professional independence in question is 
that of the members or shareholders, not merely that of an employee. 

The question, then, is whether the members or shareholders of a 
professional association have authorized a fraction of their number 
to make ‘‘the management decisions necessary to the conduct of the 
business for which the organization was formed,’’ as required by the 
Regulations,™ in view of each associate’s continuing personal re- 
sponsibility for the conduct of his professional practice. Evidently 
each member in rendering professional services may, by virtue of 
the first sentence of section 7, bind the association with respect to its 
most important functions, e.g., as to character of treatment to be pro- 
vided, risks to be assumed, extent of cure warranted, fee to be 
charged, etc., as a member of a professional partnership may bind 
his firm. If so, there is a diffusion of power in the professional asso- 
ciation that makes it more anarchic than totalitarian. I need hardly 
add that section 7701(a) (3) abhors anarchy. In my opinion, then, 


22 Ga. Act § 8, pp. 37-38 infra. See also the restriction on participation in professional 
decisions by the estate of a deceased member. Id. § 10 pp. 38-39 infra. 

28 Ga. Act § 7, p. 37 infra. 

24 Reg. Sec. 301.7701-2(¢) (1) (1960). 
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the professional association enjoys only a loose kind of centralized 
management, like the later Roman Empire, so that this corporate 
characteristic, though not totally absent, is too debilitated to get full 
credit in applying the Regulations. 


C. Continutty or Lire 


The ‘‘corporate characteristic’’ of ‘‘continuity of life’’ is defined 
by the Regulations as freedom from dissolution upon the death, in- 
sanity, bankruptcy, retirement, resignation, or expulsion of a mem- 
ber.”* Alihough section 9 of the Georgia Professional Association 
Act purports to confer on the professional association the same con- 
tinuity of life that is granted to ordinary business corporations, an 
examination of other parts of the Georgia Act demonstrates that the 
association is not as immune to the vicissitudes of its members’ pri- 
vate lives as section 9 at first suggests. 

In keeping with the requirement that members or shareholders 
must be licensed to practice the profession in which the association 
is engaged, section 11 provides that a member or shareholder must 
sever his financial interest in the association upon losing his profes- 
sional standing or accepting a public office that is inconsistent with 
rendering professional service. To aid in enforcing this requirement, 
section 13 requires the association to file an annual statement, certi- 
fying that all members of shareholders are duly licensed, and sec- 
tion 11 provides that an association with a disqualified member or 
shareholder may be dissolved. Even in ordinary business corpora- 
tions, to be sure, the right to own stock is occasionally denied to 
certain classes of persons,”* but I know of no parallel to the provision 
in section 11 for dissolution of the association if a disqualified mem- 
ber or shareholder does not withdraw. 

It may be argued that section 11 is not inconsistent with continuity 
of life, because the tainted member or shareholder could be required 
to sell his interest to the association or to its members or sharehold- 
ers if he fails to transfer it promptly to a qualified person. Indeed, 
section 12 provides that if the articles of association or by-laws do 
not fix a price at which a disqualified person’s interest may be pur- 
chased, the price shall be book value as determined by an independ- 
ent certified public accountant on the basis of the association’s reg- 
ular method of accounting. I doubt, however, that an association 
enjoys continuity of life within the meaning of the Regulations if it 


26 Reg. Sec. 301.7701-2(b) (1) (1960). 
26 See discussion p. 18 infra. 
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can avoid dissolution only by repurchasing the shares of a disquali- 
fied member, especially if its use of funds to effect such a repurchase 
is restricted by the state’s general corporation law. On the other 
hand, if the association seeks to protect its continuity of life by pro- 
viding in its articles or by-laws that an offending member may be 
‘‘expelled’’ with a concomitant loss of his interest in the association, 
the possibility of such a forfeiture may impair or destroy the ‘‘free 
transferability’’ of the association’s shares." 

Not only amember’s disqualification to practice or election to pub- 
lic office, but also his death, bankruptcy, or retirement may imperil 
the association’s life. As to a member’s death, section 10 states that 
a decedent’s estate ‘‘may continue to hold stock or membership pur- 
suant to the Articles of Association for a reasonable period of ad- 
ministration of the estate,’’ ** but we are not told what happens when 
that period of time expires. If the estate has not found a qualified 
purchaser, must the association repurchase the membership lest it 
be dissolved for having an unqualified member? If so, the associa- 
tion’s claim to immortality is weakened by the fact that the associa- 
tion may not have funds at the critical time to effect the repurchase, 


27 The statement in section 9 of the Georgia Act (and in parallel provisions of the stat- 
utes of other states) that the professional association ‘‘ shall continue notwithstanding the 
... expulsion of any one or more of the members or shareholders’’ is puzzling, since we 
are told nothing about the permissible grounds for expulsion or about its legal consequences. 
Does expulsion carry with it a forfeiture of the member’s entire interest in the association? 
Does it leave his economic interest intact, provided he disposes of it to a qualified person 
within a reasonable period of time, as in the case of the estate of a deceased member? Does 
it result only in the loss of the member’s right to vote? May the charter or by-laws provide 
for expulsion without cause, in the same manner that they may provide for removal of 
directors without cause? No matter how these questions are answered, and despite the 
statutory assurance that the expulsion of a member will not disrupt the organization’s 
continuity of life, the concept of expulsion is more compatible with the traditions of 
partnership law than with those of corporate law. 

28 If the association’s earnings are not fully distributed during this interim period as 
salaries to the active members, the estate will evidently share in professional fees, either 
through dividend distributions or by reason of the increase in its equity, in violation of 
the ethical rules of some professions, e.g., law. If this result is avoided by a system of 
allocating the undistributed income to the shares of the active members, thus sterilizing the 
shares of the deceased member during this interim period, there will be a departure from 
the usual rule of corporate law that one share is as good as the next. See note 12 supra. 

I do not mean to suggest that the estate of a deceased partner could not receive a share of 
the firm’s fees earned in future years as a substitute for its share of the firm’s assets at the 
date of death. See, e.g., the agreement in Carter v. Comm’r, 36 B.T.A. 60 (1937). But if the 
estate, by reason of the decedent’s membership in a professional association, can sit pas- 
sively by while its equity in the firm increases in value by reason of the services of the re- 
maining members, an ethical question seems present. I am not sure that the agreement in 
Coates v. Comm’r, 7 T.C, 125 (1946), would be proper for a law firm, unless the estate’s 
share of the post-death earnings represent payment for its share of the firm’s good will 
at the date of death. 
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or may be forbidden by state law to use its funds for this purpose. 
If the estate’s failure to find a qualified purchaser within the speci- 
fied period results in a forfeiture of the membership, the associa- 
tion’s continuity of life will be protected, but the membership’s 
‘‘free transferability’’ is then impaired. The Georgia Act is equally 
obscure on the consequences of a member’s bankruptcy. When his 
interest passes to a trustee in bankruptcy, does it evaporate if the 
trustee cannot find a qualified purchaser? Or must the association 
repurchase the interest under pain of dissolution for having an un- 
qualified shareholder or member? Similarly, as to retirement, may a 
member or shareholder who retires from practice retain his shares? 
If not, what is the penalty for his failure to transfer them? 

I do not claim to know the answers to these questions, but I do not 
see how continuity of life can be claimed for the association until 
the answers are vouchsafed to us. 


D. Free TRANSFERABILITY OF INTERESTS 


For most professional groups, the concept of freely transferable 
membership is ludicrous. The Georgia Professional Association Act 
provides in section 10, however, that shares or memberships ‘‘ shall 
be freely transferable except as may be lawfully restricted in the 
Articles of Association,’’ subject to the requirement that members 
or shareholders must be legally authorized to practice the appro- 
priate profession. Although this is not clear, it may be that members 
and shareholders not only must be legally qualified to practice, but 
also must be actually engaged in practice. At any rate, a requirement 
of active practice might be implied from section 3, which states that 
two or more licensed persons may form a professional association 
‘*by associating themselves for the purpose of carrying on a profes- 
sion and dividing the gains therefrom.’’ And it may be imposed on 
lawyers, and perhaps some other professional persons as well, by an 
ethical prohibition of splitting fees with persons who perform no 
services. I am doubtful, in other words, that the Georgia Act contem- 
plates a passive investment in the stock of an association engaged in 
the practice of law or medicine by a person who, though licensed to 
practice the profession, is inactive or retired.” 


29 In providing that a member’s ‘‘ retirement’? shall not terminate the association’s life, 
section 9 of the Georgia Act may imply that a retired member must cease his participation 
in management, give up his vote, dispose of his shares, or otherwise limit his relationship 
to the association. This implication is strengthened by section 12, which refers to ‘‘de- 
ceased, retired, expelled, or disqualified’? members and then speaks of ‘‘the end of the 
month immediately preceding the death of or disqualification of the member,’’ thus sug- 
gesting that retirement is a species of ‘‘ disqualification’’ requiring the member to dispose 
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But whether the ownership of the professional association is re- 
stricted to active practitioners or only to licensed persons, its shares 
are less freely transferable than shares of the ordinary business cor- 
poration. The adverse market effect of a restricted range of poten- 
tial transferees might be mitigated somewhat if the association were 
required to buy any shares tendered to it, but there is no such re- 
quirement. A member who wants to dispose of his membership must 
find a buyer by his own unaided efforts. This does not mean that the 
shares are non-transferable, but their ‘‘free’’ transferability is im- 
paired. It is, of course, true that the range of purchasers for the 
shares of ordinary business corporations is sometimes restricted by 
law : alien ownership may be prohibited ; purchase by a competitor is 
forbidden by the Clayton Act; etc. But these restrictions are appre- 
ciably less onerous than the one we have been examining.” 

Though the range of potential purchasers is so narrow as to raise 
doubts about the free transferability of the shares, it is probably too 
broad to be tolerated by any professional association. At any rate, I 
cannot envision an association that would fail (except through neg- 
lect) to restrict transferability still further by requiring shares or 
memberships to be offered to the association or to the members be- 
fore sale to an outsider.™ Such a restriction does not in itself negate 
the existence of the corporate characteristic of free transferability, 
however, since the Regulations provide: * 


If each member of an organization can transfer his interest to a person who 
is not a member of the organization only after having offered such interest to 
the other members at its fair market value, it will be recognized that a modi- 


of his stock. As with expulsion (see note 27 supra), changes in the member’s relationship 
to the organization resulting from retirement are more consistent with the traditions of 
partnership law than with those of corporate law. In authorizing Florida lawyers to prac- 
tice through professional corporations, supra note 7, the Florida Supreme Court provided 
in its rules that the practice may continue only while all shareholders of the corporation are 
active members of the Florida Bar in good standing. Under this rule, the firm must appar- 
ently cease its practice immediately upon the death, retirement, or disbarment of a share- 
holder, unless his share is promptly transferred to a qualified person or acquired by the re- 
maining shareholders or the firm. 

30 In Louis K. Liggett Co. v. Baldridge, 278 U.S. 105 (1928), the Supreme Court held 
that a Pennsylvania statute requiring the shares of incorporated drug stores to be owned 
by registered pharmacists was unconstitutional. Without wishing to endorse the decision, 
I offer it as evidence that limitations on the right to own stock are rare indeed. 

81 The members of a professional corporation might well wish to buttress the corpora- 
tion’s option to buy the interest of an outgoing member with a provision requiring such 
action if any one of the remaining members insists on it. Otherwise the board of directors 
could let the option lapse if the proposed transferee was acceptable to a majority of the 
remaining members or directors. Such a device for requiring unanimity in the admission 
of new members could be regarded either as an impairment of the centralization of 
management or as a ‘‘factor’’ characteristic of a partnership. See note 12 supra. 

82 Reg. Sec. 301.7701-2(e) (2) (1960). 














1961] PROFESSIONAL ASSOCIATIONS AND FEDERAL INCOME TAXATION 19 


fied form of free transferability of interests exists. In determining the classi- 
fication of an organization, the presence of this modified corporate character- 
istic will be accorded less significance than if such characteristic were present 
in an unmodified form. 

In accepting, though denigrating, this modified form of transfer- 
ability, the Regulations speak of an option in the other members to 
purchase the interest at its fair market value. Will an option to pur- 
chase at a price that does not take into account the value of good will 
be satisfactory? A brief detour is necessary before attempting to 
answer this question. First of all, we may take note of the long dis- 
pute over the mere existence of professional good will, in which tax- 
payers have customarily argued that good will can attach to the con- 
duct of a profession and that it can be transferred by one profes- 
sional man to another. The Internal Revenue Service has finally 
conceded that ‘‘ goodwill may be recognized in connection with the 
sale of a business [the context indicates that this term includes the 
practice of a profession], the success of which is not dependent solely 
upon the personal characteristics of the owner, even though such sale 
does not comprehend a valid assignment of the exclusive use of the 
firm name.’’ ** Since the successful practice of a profession by some 
—perhaps most—professional associations will generate good will, 
it probably must be taken into account in fixing the price at which a 
member’s interest may be repurchased by the association if the par- 
ties wish to bring themselves within the ‘‘fair market value’’ re- 
quirement of the Regulations. If in order to avoid paying for good 
will, the parties attempt to create individual ownership of each 
member’s contribution to the association’s good will in negation of 
group ownership, they may impair their claim that the organization 
is an ‘‘association.”’ 

When a withdrawing member intends to continue in practice, a 
stronger case can be made for the proposition that he will not leave 
any good will behind him, but the case may not be strong enough. The 
Georgia Act does not tell us whether such a member is subject to any 
restraints in accepting patients or clients with whom he became 
acquainted while employed by the association. May he apprise them 
of the termination of his relationship with the association and of his 
new address? Does section 7 give him the right to take the records of 
‘this’’ clients with him? Are these questions subject to regulation by 
the association’s articles of association or by-laws, or are they to be 
answered by extrapolation from the statute, the principles of equity, 
and the canons of professional ethics? 

However these substantive issues may be resolved, a failure to 


88 Rey. Rul. 60-301, 1960-2 Cum. Butt. 15. 
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require payment for such good will as may be enjoyed and retained 
by the association would be inconsistent with the ‘‘fair market 
value’’ requirement of the Regulations. Although the Regulations 
do not affirmatively state that an option in the members to buy a 
withdrawing member’s interest for less than fair market value is 
necessarily fatal to the existence of free transferability, the fact that 
a fair market value option is merely tolerated by the Regulations 
(‘‘this modified corporate characteristic will be accorded less sig- 
nificance. .. .’’) implies that the Government, at least, will not be 
very hospitable to options to buy for less than fair market value. 
This in turn means that an option to purchase at book value, as pro- 
vided by section 12 of the Georgia Act,** and as commonly found in 
agreements among the shareholders or partners of a closely-held en- 
terprise,®” would endanger a professional association’s claim, al- 
ready enfeebled, to free transferability of shares. 

Even if the option employed by the professional association to in- 
sure delectus personae conforms to the Regulations by requiring the 
associates to pay fair market value for the interest of a member or 
shareholder who wishes to get out, the Government might argue that 
free transferability does not exist even in ‘‘modified’’ form if, real- 
istically viewed, there is no significant likelihood that shares could 
actually be transferred to outsiders without a complete reorganiza- 
tion of the group’s professional and financial arrangements. In the 
case of most small groups of professional men, a transfer of a share 
would be so likely to bring about a complete reshuffling, that it is 
difficult to perceive the kind of free transferability described in the 
Regulations : ** 

An organization has the corporate characteristic of free transferability of 
interests if each of its members or those members owning substantially all of 
the interests in the organization have the power, without the consent of other 
members, to substitute for themselves in the same organization a person who 
is not a member of the organization. In order for this power of substitution to 
exist in the corporate sense, the member must be able, without the consent of 
other members, to confer upon his substitute all the attributes of his interest 


84 The relationship of section 12 of the Georgia Act to the provision in the income tax 
Regulations on options is not clear. The Regulations are primarily concerned with restraints 
on voluntary transfers, whereas section 12 is concerned primarily, if not solely, with 
involuntary transfers. In any event, the book value formula of section 12 is inapplicable 
if the association’s articles or by-laws provide another method of computing the price. 

35 I do not mean to suggest that an ordinary business corporation loses its status because 
of a stock purchase agreement permitting it to buy the shares of a retiring or deceased 
shareholder at a low or even nominal amount. But what is permitted with respect to an 
organization that otherwise meets all the tests of ‘‘corporateness’’ may not be tolerated 
in an organization which either is on the outside seeking entrance or is at best hovering 
perilously on the frontier. 

36 Reg. Sec. 301.7701-2(e) (1) (1960). 
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in the organization. Thus, the characteristic of free transferability of in- 
terests does not exist in a case in which each member can, without the consent 
of other members, assign only his right to share in profits but cannot so assign 
his rights to participate in the management of the organization. 


My Verpict 


The Georgia professional association possesses the corporate 
characteristics of ‘‘associates’’ ** and ‘‘an objective to carry on busi- 
ness for joint profit,’’ but these must be disregarded under the Reg- 
ulations because they are common to both corporations and partner- 
ships. As to the remaining four corporate characteristics, my score- 
card reads: 


Limited liability : Doubtful 

Centralized management: Present in modified form 
Continuity of life: Doubtful 

Free transferability : Doubtful in most cases. 


Under the Regulations ‘‘an unincorporated organization shall not 
be classified as an association unless such organization has more 
corporate characteristics than noncorporate characteristics. ...’’ * 
How are we to classify an organization that possesses one atten- 
uated corporate characteristic if its other three characteristics are 
neither ‘‘corporate’’ nor ‘‘noncorporate,’’ but borderline? It would 
be possible to interpret the Regulations as classifying such an organ- 
ization as a corporation, but it seems to me more likely that the 


87 In Ohio and Pennsylvania, one person may organize a professional association. I have 
elsewhere expressed the view that a one-man association should be no more surprising than 
a one-man corporation. BITTKER, FEDERAL INCOME TAXATION OF CORPORATIONS AND SHARE- 
HOLDERS § 2.07 (1961). But the Regulations evidently deny corporate status to a business 
organization that has only one ‘‘associate.’’ Reg. Sec. 301.7701-2(a) (2) (1960). Even if 
it surmounts this obstacle, a one-man professional association may lack continuity of life 
and centralized management. See also note 42 infra. 

88 Example (1) of Reg. Sec. 301.7701-2(g) (1960) recognizes the presence of a modified 
form of free transferability in a seven-man medical clinic whose members may transfer 
their interests to other doctors subject to an option in the group, exercisable by majority 
vote, to purchase at fair market value. I assume that such an arrangement may correspond 
to reality in the case of some medical clinics. If-the group’s pediatrician retires or dies, 
the others may be content in many instances to have his membership transferred to another 
pediatrician who is acceptable to a majority, but not to all, of the remaining members, and 
the entry of the new member may not produce a complete reshuffling of the relations of 
the members to each other. But this degree of free transferability would not exist in many 
professional groups. See Brooks v. Comm’r, 36 T.C. No. 113 (1961), where the Court said of 
a dental practice carried on through several offices with hired dentists that ‘‘[n]o personal 
professional qualifications of ... [the dominant figure in the firm] entered into the success 
of the practice at all.’? Under these circumstances, I presume the firm, or interests in it, 
can be bought and sold freely. I also presume that not many professional firms would wish 
to minimize the role of personal qualifications te quite this extent. 

39 Reg. Sec. 301.7701-2 (a) (3) (1960). 
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group must affirmatively establish that it possesses at least three 
corporate characteristics to qualify as a corporation. I conclude, 
therefore, that the Georgia professional association does not meet 
the standards of the Regulations. 

The professional association statutes of Connecticut, Illinois, 
Ohio, and Pennsylvania are not identical with the Georgia Act or 
with each other, and the following distinctions are worthy of note: 


ConNECTICUT 


In adopting the Uniform Partnership Act, Connecticut added a 
new provision, obviously based on the 1960 Regulations under sec- 
tion 7701(a)(3) and, indeed, employing some of the same phrase- 
ology. It provides that three or more persons licensed to practice a 
profession may organize an association ‘‘if the articles of associa- 
tion of the members provide that the association ... shall have at 
least three of the following four attributes,’’ the four attributes 
being continuity of life, centralized management, limited liability, 
and free transferability of interests. 

The Connecticut statute is puzzling, however, in its failure to 
state affirmatively that the attributes provided in the articles are 
legally binding on members of the public, especially those without 
notice.*° In this respect, the Connecticut statute is different from the 
other legislation under review as well as from typical state corpora- 
tion laws, which say flatly that the group or organization shall have 
the attributes in question. Although the language of the Connecticut 
statute may be interpreted to mean merely that the associates may 
elect to avail themselves of only three of the four attributes rather 
than employing all four, and that those that are selected shall be 
legally effective, it is not inconceivable to me that the provisions of 
the articles bind only the associates and persons with actual notice, 
and that other members of the public are not affected by restrictions 
on an associate’s personal liability or on his authority to bind the 
group by his individual act.** 


40 The group that won recognition as an ‘‘association’’ in United States v. Kintner, 216 
F.2d 418 (9th Cir. 1954), provided in its articles of association for centralized manage- 
ment, continuity of life, and a form of limited liability. The Court relied on these 
provisions in finding that the group was an association, without discussing their legal 
force under state law. See also Galt v. United States, 175 F.Supp. 360 (N.D. Tex. 1959), 
which similarly accepts the language of the articles of association at face value. In its 
Regulations, however, the Treasury refuses to honor provisions in an agreement that are 
unenforceable under local law. Reg. Sec. 301.7701-2(g), Example (2) (1960). 

41 Otherwise the Connecticut professional association might engage in a modified shell 
game (one shell, four peas) by requiring the public to ascertain from an examination of 
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The Connecticut law is also distinctive in lacking the conven- 
tional ‘‘professional relationship’’ clause found in Georgia and 
other states, although perhaps the same result will be achieved 
through a liberal reading of section 44(3), providing that the asso- 
ciation ‘‘shall be subject to the laws of the State of Connecticut regu- 
lating the practice of the profession of the individual members of 
the association.’’ If so, the statutory assurance of centralized man- 
agement is weakened by the authority vested in the individual prac- 
titioner by the rules of his profession, in the same way that central- 
ized management of the Georgia professional association is relaxed 
by section 7 of the Georgia Act. 

By restricting membership to professionally licensed persons 
(perhaps, inferentially, to active practitioners), the Connecticut 
statute impairs the free transferability of membership, as does the 
Georgia Act, and it may also threaten the group’s continuity of life 
if dissolution is an appropriate remedy for a failure to expel a dis- 
qualified member. As to limited liability, the articles may provide 
against personal liability for the association’s ‘‘debts’’ (not debts 
and claims as in some other statutes), but the associates ‘‘shall in 
no way limit their individual or several liability in the articles of 
association, or otherwise; for any acts of reckless or wanton miscon- 
duct, negligence, malpractice, professional misconduct, or tort.’’ In 
addition to preserving the member’s personal liability for his own 
misconduct, this proviso may expose him to personal liability for 
the misconduct of his fellow members and perhaps also for that of 
the association’s employees and agents. At any rate, I see no other 
function for the reference in the clause to a member’s ‘‘several’’ 
liability. 


ILLINoIs 


The Illinois statute contains conventional provisions for central- 
ized management and continuity of life,** but they grant less than 


the articles of association which of the four peas, if any, is covered by the shell. As to 
limited liability under the Connecticut statute, it should be noted that there is no require- 
ment that the associates subscribe or pay in any amount to the treasury of the association, 
and they are apparently free at any time to withdraw any funds that may be accumulated 
by the association, whether the association has creditors or not. Unless restraints on such 
practices are to be found in the law of fraudulent conveyances, this freedom might well 
lead the Connecticut courts to interpret the Jegislation rather narrowly. 

42 Continuity of life is qualified by a reference in section 7 of the Illinois law to ‘‘the 
last surviving member,’’ implying that an Illinois association must be dissolved if its last 
surviving member dies, becomes bankrupt, etc. This may be an implicit limitation on 
continuity of life for all professional associations and corporations: if a firm has only 
a single member or shareholder, and he dies or becomes disqualified, there will be an 
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they promise because of the ‘‘professional responsibility’’ clause 
and the denial of membership to unlicensed persons. As to limited 
liability, there is an unexpected void; possibly something is to be 
poured into it after being drawn by inference from the opening 
statement that duly licensed professional persons ‘‘may form a 
professional association, as distinguished from either a partnership 
or a corporation.’’ Another possibility, equally speculative, is that 
limited liability is obtained, subject to the ‘‘professional relation- 
ship’’ clause, because the association is engaged in practice as a 
principal, not as the agent of its members. The transfer of ‘‘shares 
or units of ownership’’ to other licensed persons is permitted; this 
term probably is intended to mean the same as ‘‘membership’’ (the 
term used elsewhere in the statute), but it is also possible that the 
distinction embodies the rule of partnership law that a partner may 
assign his ‘‘interest’’ in a partnership, but not his membership. 


OxI0 


The Ohio statute is similar to the Illinois statute in most respects, 
including its failure to provide expressly for limited liability. This 
omission, however, is evidently remedied by the incorporation by 
reference of all consistent portions of the Ohio general corporation 
law.*® 


PENNSYLVANIA 


The Pennsylvania statute expressly negates limited liability by 
providing that the associates (a) are jointly and severally liable for 
the torts of any agent or employee acting within the ordinary course 
of the association’s operations and for certain misapplications of 
funds, and (b) are jointly liable for all other debts and legal obliga- 
tions of the association. Pennsylvania is unique also in specifically 
providing that an associate who becomes disqualified to render pro- 
fessional services ‘‘shall be immediately expelled from the associa- 
tion.’’ This provision strengthens the association’s claim to continu- 


interregnum before a qualified transferee can take over, during which the continuation 
of business will evidently be unlawful. It is not clear whether the firm must be dissolved 
upon the occurrence of such an event. Some statutes (e.g., section 15 of the Oklahoma 
Act, note 2 supra) require the firm to repurchase the shares of a deceased or disqualified 
shareholder within a prescribed period of time. In the case of a one-man corporation, 
compliance with this requirement would produce a corporation without shareholders. Would 
it belong, like ferae naturae, to whoever reduces it to possession ? 

43 I have put the Ohio statute in the ‘‘association’’ group, since that is the label it 
employs, but I should note also that it speaks of the group’s governing agreement as 
‘articles of incorporation.’’ 
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ity of life, which under the statute is to continue despite a member’s 
‘‘expulsion,’’ and by empowering the expelled member to transfer 
his membership interest, the statute protects him legally, if not real- 
istically, against a forfeiture. The Pennsylvania law lacks a ‘‘pro- 
fessional relationship’’ clause, but as a restriction on limited liabil- 
ity, it is not needed in Pennsylvania, and the rest of its content may 
be supplied by the provision that ‘‘professional services shall be 
rendered subject to rules and regulations of the professional licens- 
ing boards.’’ 

On balance, I am not persuaded that the Connecticut, Illinois, 
Ohio, or Pennsylvania statutes, despite their divergent departures 
from the Georgia Act, should be treated differently. In none are the 
four corporate characteristics assured beyond doubt; all leave a 
good many troublesome questions of state law to be answered in 
future years; and, for reasons to be set out later, neither the Treas- 
ury nor the federal courts should attempt to extrapolate such a 
formidable corpus of state law in passing on federal income tax 
claims when this uncongenial task can be avoided. 


‘PROFESSIONAL CorRPORATIONS’’ STATUTES 


In a number of instances, the state legislation under review per- 
mits professionals to carry on their practice through ‘‘corpora- 
tions’’ or ‘‘ professional corporations.’’ The most direct route to this 
result would have been to amend the state’s general corporation law 
to override any legislative, common law, or administrative restric- 
tions on the right of ordinary business corporations to practice the 
profession in question. But the statutes are not so simple, evidently 
because the state legislatures believed that the nature of profes- 
sional practice called for restrictions to which ordinary business 
corporations are not subject. Thus, the statutes preserve the profes- 
sional relationship and the professional’s liability to his patient or 
client ** and prohibit the ownership of shares by unlicensed persons. 

Do these ‘‘corporations’’ or ‘‘ professional corporations’’ consti- 
tute ‘‘corporations’’ as this term is used in the Internal Revenue 


44 Tennessee may be an exception, in that it does not include an explicit provision like 
section 7 of the Georgia Act. Perhaps a preservation of the professional relationship should 
be read into section 61-105(3)(d) of the Tennessee law, providing that ‘‘the association 
... Will be subject to the laws of the State of Tennessee regulating the practice of the 
profession. ...’’ But see paragraph (3) (¢), which permits the articles to negate personal 
liability for the debts of or claims against the association. Perhaps the dialogue I imagined 
(supra p. 9) did not take place in Nashville. There are similar omissions in Connecticut 
and Pennsylvania, both ‘‘association’’ rather than ‘‘corporation’’ states. See discussion 
pp. 22-25 supra. 
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Code? To the best of my knowledge, this is a novel question in the 
sense that until now all organizations bearing the label ‘‘corpora- 
tion’’ under state law have, without further inquiry, been accorded 
that status for federal income tax purposes,** the only debate in this 
area having been concerned with the classification of organizations 
that are not labelled ‘‘corporations”’ by state law. 

The term ‘‘corporation,’’ however, is not used in the Internal 
Revenue Code to embrace all organizations to which a state chooses 
to apply the label ‘‘corporation,’’ any more than state use of the 
label ‘‘association’’ automatically makes the group an ‘‘associa- 
tion’’ under section 7701(a)(3). Rather, the Code uses the term 
‘‘corporation”’ as a brief summary of a group of legal consequences 
attached by state law to a business organization.*® To take an ex- 
treme example, if Hawaii were to amend its version of the Uniform 
Partnership Act by striking out the word ‘‘partnership’’ through- 
out and substituting the word ‘‘corporation,’’ this species of Hawai- 
ian ‘‘corporation’’ would not be regarded as a ‘‘corporation’’ for 
federal income tax purposes. 

If therefore the state law label is not sacrosanct, the first step in 
classifying a business organization for federal income tax purposes 
is to ascertain its legal consequences under state law. This is the 
method by which we have long determined whether or not an unin- 
corporated group is to be treated as an ‘‘association’’ and hence as a 
‘‘eorporation,’’ and there is no reason to flinch from employing the 
same process in deciding how a new-style professional corporation 
shall be taxed. In this connection, I should note that this route is not 
a one-way street. If the history of tax litigation teaches us anything, 
it demonstrates that whatever position the Government may adopt 
today, by tomorrow some taxpayers will argue that professional 
corporations are not federal income tax ‘‘corporations,’’ so as to 
justify, for example, a deduction for business losses on their individ- 
ual returns. Unless these taxpayers are estopped by the label they 
adopt, they will unquestionably invoke the criteria that are embod- 
ied in the Regulations under section 7701(a)(3) to establish that 
professional corporations are ‘‘really’’ partnerships. 

It is arguable, of course, that the Regulations under section 
7701(a)(3) have no applicability to the professional corporation 
because they are expressly concerned with the proper classification 
of ‘‘unincorporated’’ groups. This argument is tinged with question- 
begging, since it implies that the state label ‘‘corporation’’ nullifies 
the applicability of the Regulations. Even if we accept the inap- 


45 Occasionally, of course, a corporation is disregarded as a ‘dummy’? or ‘‘sham.’? 
46 See note 5 supra. 
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plicability of the Regulations, however, it does not follow that the 
criteria it employs for classifying business organizations are irrele- 
vant. Indeed, if the Regulations under section 7701 did not exist, we 
should probably have to invent something like them. What I am 
suggesting, in short, is that the principles of the Regulations 
afford as good a guide as we are likely to find for determining when 
a self-styled ‘‘corporation’’ should be treated as such. 

In applying these principles to the professional corporation, I feel 
that most of the remarks and questions in my discussion of the 
Georgia Professional Association Act are relevant. 

Clauses in the professional corporation laws preserving the 
‘*professional relationship’’ detract, as in the case of the Georgia 
professional association, from the limited liability ostensibly en- 
joyed by the shareholders and serve also to weaken the corpora- 
tion’s centralized management. All of the statutes under review 
provide that shares of the professional corporation may be issued 
and transferred only to persons who are duly licensed to practice 
the profession, but with variations in the remedies and penalties for 
non-compliance. In Florida, non-compliance is a ground for ‘‘dis- 
solution’’ of the corporation ; in Wisconsin it warrants ‘‘suspension 
or forfeiture of [the corporation’s] franchise.’’ Arkansas, Minne- 
sota, and South Dakota, whose statutes authorize only medical cor- 
porations, provide that the corporation’s certificate of registration 
may be revoked by the state medical board after a hearing and 
possibly subject to judicial review. But it is not clear whether 
revocation of the certificate upon the disqualification of a share- 
holder is mandatory or only discretionary. Oklahoma and Tennessee 
fail to provide any specific remedy for non-compliance, presumably 
relegating this matter to the statutory or common law governing 
violations of the state’s general corporation law. 

Although the professional corporation statutes probably need not 
have explicitly authorized the corporation or its shareholders to 
require stock to be offered to them before a sale to outsiders, all, 
except Tennessee and Wisconsin, regulate this matter to some ex- 
tent. The Florida statute goes further, requiring any sale or transfer 
of shares to be approved by at least a majority of the other shares 
at a special stockholders’ meeting, a restriction that negates the 
claim that the shares are freely transferable. Like the Georgia Pro- 
fessional Association Act, most of the professional corporation stat- 
utes provide that the shares of a disqualified shareholder shall be 
repurchased at book value, but permit the charter or by-laws to 
adopt a different valuation formula. 

Little is said in the professional corporation statutes about cen- 
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tralization of management, no doubt because the provisions of the 
general corporation law governing this area were thought to be 
satisfactory without modification. I have already discussed the pos- 
sibility that the relationship between the professional and his client 
or patient is inconsistent with ‘‘centralized management’’ because 
of the professional’s continued independence in both his contractual 
and his non-contractual relationships with the patient or client, his 
control over the professional records, his professional responsibility 
with respect to fees, ete. 

In my opinion, the professional corporation statutes are no more 
efficacious than the professional association statutes in achieving the 
federal income tax status of ‘‘corporation.’’ 


How Sxovuutp Dovsts Bre ReEsonvep? 


In arguing that professional associations and corporations (1961 
model) should not be classified as ‘‘corporations’’ within the mean- 
ing of section 7701(a)(3) of the Internal Revenue Code, I have 
relied thus far upon their private law consequences under state 
law. In the course of making an ultimate judgment, there is no 
escape from a series of subordinate judgments about the meaning 
of the state statutes; and there obviously is room for a difference 
of opinion on a number of these preliminary issues. Even if a con- 
trary resolution of some of these issues should bring the professional 
association or corporation to the borderline between partnership 
and corporation, however, it seems to me that there are a number of 
good reasons why doubts should be resolved by denying corporate 
status. 


A. Freprrau Versus State JURISDICTION 


The apprepriate manner of applying the federal income tax to 
professional persons is a basic policy decision, involving compari- 
sons between earned income and investment income, the weight to 
be accorded to the legal form in which business is conducted, the 
extent and importance of ‘‘bunching’’ of professional income, the 
significance of self-employment, the demands of the revenue, etc. 
The states do not pretend to, and cannot, weigh these competing 
claims ; that is a federal responsibility. 

It is inevitable, of course, that the states in the course of regu- 
lating personal and business behavior will affect the federal income 
tax burden of their citizens: a state inheritance tax has a different 
federal tax result from a state income tax; community property is 
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taxed differently from common law property ; the taxation of income 
from property held in joint tenancy depends upon the rights of 
the parties under state law; state law on the obligation of support 
controls the taxation of certain trust income; ete. 

But most rules of state law are formulated with little or no 
thought of their federal tax results. There are exceptions, of course, 
in which state legislation has been enacted for the primary or sole 
purpose of gaining some federal tax advantage. One example is a 
recent Connecticut statute providing that the widow’s right to an 
allowance for support during administration of her husband’s es- 
tate shall not be divested by her death.** The obvious legislative pur- 
pose was to insure that the allowance would qualify for the federal 
marital deduction. Other instances could be cited. But even though 
some provisions of state law have as their sole purpose a change in 
federal tax liability, they are ordinarily not without other substan- 
tive consequences, and the effect on the federal exchequer of such 
changes is almost always minor. 

By contrast, the statutes permitting the organization of profes- 
sional associations and corporations have no apparent purpose 
other than federal tax reduction, they alter the non-tax results of 
professional practice in only minimum degree, and they would have, 
if successful, a substantial effect on the federal revenue. I can think 
of no comparable outburst of state legislation in a half century of 
federal income taxation other than the community property episode 
described at the commencement of this article, and even this one, 
despite the primary purpose of reducing the federal income tax 
liability of married couples, would have produced private law con- 
sequences of enough importance, especially in the case of broken 
marriages, to be defended as an exercise of traditional state juris- 
diction over domestic relations. Much less can be said for state 
enactment of the legislature here under review, which aspires to 
inflict heavy casualties on the federal Treasury while leaving ine 
state’s non-tax law virtually unscathed. 

It may be argued in reply that it is the states that prevented ad. 
cians and attorneys from practicing in corporate form and thus ob- 
taining the federal tax advantages of corporations, and that the 


47 Pub. Act No. 370, amending Conn. GEN. Stat. § 45-250, 1961 Conn. Leais. Srrv. 539. 
Occasionally a mere change in the label affixed by a state to an event or transaction is effica- 
cious in altering its federal income tax result, but these instances are trivial both in them- 
selves and in the aggregate. See, for example, Rev. Rul. 54-50, 1954-1 Cum. BuLL. 55, al- 
lowing the consumer to deduct an Oklahoma cigarette tax after the state changed its law to 
provide that the ‘‘impact’’ of the tax was ‘‘on’’ the consumer, although the tax was col- 
lected from wholesalers. 
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states do not infringe any federal prerogative if they repeal these 
prohibitions, even if they do so primarily or solely to reduce the 
federal tax liability of the affected taxpayers. I am prepared to 
grant that if a state were to repeal the statutory, common law, or 
administrative rules that have forbidden corporations to practice 
the professions, its physicians and attorneys could organize corpo- 
rations that would qualify as such under section 7701(a) (3), and if 
Congress objected, it would have to move affirmatively to deny that 
status to corporations engaged in professional practice. But the 
state legislation under review, instead of taking this course, com- 
bines the award of a label with a bit of nibbling away at the fringes 
of partnership law, and I see no reason to encourage such schemes 
for indirectly amending the Internal Revenue Code. 


B. Recent Freperat Tax History 


It cannot be claimed that state intervention in this area has be- 
come necessary because of the failure of Congress to consider the 
claim of professional groups that they are being unfairly denied the 
tax advantages of corporations. Nor can doubts in interpreting 
section 7701(a)(3) be resolved by assuming that Congress would 
wish to give them corporate status. To the contrary, these claims 
have been vociferously brought to the attention of Congress, and 
Congress has demonstrated that it is in no hurry to accede to them. 

This was the message of Congressional action in 1954, when sec- 
tion 1361 was enacted to permit unincorporated business enterprises 
to elect to be taxed as corporations. The stated purpose of this 
provision was to permit ‘‘the business to select the form or organiza- 
tion which is most suitable to its operations without being influenced 
by Federal income-tax considerations.’’ ** If businesses that would 
find it inconvenient to use the corporate form were to be allowed to 
elect to be so taxed, one would have thought that the option would 
be thrown open, a fortiori, to physicians and others who could not 
organize corporations even if they wished to do so. But Congress 
deliberately confined the election to enterprises in which ‘‘capital is 
a material income-producing factor’’ or which are engaged in cer- 
tain types of trading activities, with the result, as the Senate Finance 
Committee pointed out, that ‘‘firms engaged in professional services 
such as the law, accounting, medicine, engineering, and others’’ 
are excluded from section 1361.*° 

Even if this limitation on section 1361, enacted with knowledge of 


48 H.R. 8300, S.Rep. No. 1622, 83d Cong., 2d Sess. 119 (1954). 
40 Ibid. 
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state hostility to corporate practice of the professions, 1s not an 
affirmative Congressional declaration that professional groups 
should be taxed as proprietorships and partnerships, it certainly is 
not hospitable to a relaxation of the standards under section 7701 
(a) (3) to permit such groups to claim the status of ‘‘corporations.’’ 

A similar lesson may be found in the history of Congressional ac- 
tion on the Jenkins-Keogh bill and related proposals to permit self- 
employed persons to establish qualified pension plans.” The keynote 
of the proponents of such legislation has been ‘‘equality’’ between 
employees and the self-employed, and their principal focus has in- 
disputably been the professions that may not be practiced in corpo- 
rate form. I need not remind readers of this Review of the time 
and thought, to say nothing of oratory, that have been devoted to 
this ‘‘quest for tax equality’’ © or of the knotty problems that arise 
in the effort to apply the abstract concept of equity to the concrete 
issue of retirement benefits. These problems would multiply, not 
diminish, if some of the principal groups who would be affected by 
the proposed Congressional legislation should obtain in some states 
the right to be taxed as corporations by utilizing a new form of busi- 
ness organization. Until now the disparity that Congress has been 
attacking arose from the fact that most professional persons are 
forbidden to incorporate, while most business firms have a choice, 
and it has been thought that even if this disparity cannot be elim- 
inated,® its reduction will alleviate the problem and will at least 
leave all professionals in the same boat. The new element introduced 
by this rash of state legislation is that some practitioners in some 
states may now organize professional associations and corporations 
which, if recognized as ‘‘corporations’’ under section 7701(a) (3), 
will confer tax-savings on them that are denied to other professional 
persons, 

A distinction that is tolerable if it separates lawyers from televi- 
sion repairmen may be intolerable if it separates New Jersey law- 


50 The history of these proposals may be found in Rapp, The Quest for Tax Equality for 
Private Pension Plans: A Short History of the Jenkins-Keogh Bill, 14 Tax L. Rev. 55 
(1958), brought up to date by the same author in Rapp, Pensions for the Self-Employed: 
The Treasury Department-Finance Committee Plan, 16 Tax L. REv. 227 (1961). See also 
Hearings Before Senate Finance Committee on H.R. 10, 87th Cong., 1st Sess. (1961), and 
a sequel reported in P-H Butu., Aug. 31, 1961, 4 P-H 32,411 (1961). 

51 Rapp, supra note 50. 

52 Whatever form a self-employed pension law may take, it is almost certain to leave 
a residue of tax distinctions between self-employed persons and owner-managers of small 
corporations. Though not to be encouraged, such residual distinctions may be excused on 
the ground that lawyers and doctors are not, after all, interchangeable with the owners 
of machine shops and grocery stores, and that fireside equity is sufficient. 











32 TAX LAW REVIEW [Vol. 17: 


yers from Pennsylvania lawyers; and such a change in our threshold 
of tolerance for inequality would require a far more refined self- 
employment pension law.* I do not mean to suggest that this would 
be a bad thing or that the protracted study by Congress and the 
Treasury of the tax status of professional persons constitutes an 
investment in research and development that must be protected 
against expropriation by the state legislatures. I do think, however, 
that state legislation designed to outflank Congress and the Treas- 
ury ought not to be encouraged, especially when it is directed at a 
problem under active Congressional study and has so meager a 
non-tax content as to be virtually devoid of business purpose. I might 
add that the state legislation would by no means eliminate the prob- 
lem which the self-employed pension bills seek to solve: some states 
have no such legislation; not all professions are covered; non-pro- 
fessional self-employed persons who cannot effectively incorporate, 
€.g., commission salesmen, are omitted ; individual practitioners are 
often excluded; and the taxpayer’s choice of business form would 
continue to control his federal tax liability. 


C. Tue Rote or THE TREASURY AND THE FEDERAL CouRTS 


The state legislation under review has created a new species, pos- 
sibly several new species, of business organizations, but we have 
been given only the sketchiest of guides to their behavior. Authorita- 
tive answers to the questions I have raised, and to others that are 
bound to reveal themselves, can come only from the state courts, and 
only as experience sharpens the issues and presents them for judi- 
cial resolution. The Treasury will no doubt be asked to rule that 
these organizations are taxable as ‘‘corporations,’’ if requests for 
rulings are not already pending. A favorable ruling presupposes 
that the Treasury can decide with reasonable assurance the scope of 
the shareholders’ personal liability, the effect of the professional 
relationship on the purported centralization of management, the 
impact of disqualification, bankruptcy, and other events on the trans- 
ferability of the shares and the continuity of the group, and a host 
of other state law questions to which the answers are obscure and 
may vary from one state to another. 


53 It is, of course, possible that federal recognition of professional corporations and 
associations would take some of the steam out of the Jenkins-Keogh movement, thus 
stranding those professionals whose geographical location, profession, or other circum- 
stances make professional incorporation impossible, See the question of Senator Anderson 
in the Hearings on H.R. 10: ‘‘My point is, why do we have to have H.R. 10 plus this 
[state professional corporation laws]?’’ Hearings, supra note 50, at 154. 




















1961] PROFESSIONAL ASSOCIATIONS AND FEDERAL INCOME TAXATION 33 


LT intend no disparagement of the legal skill of the Treasury’s law- 
yers in urging that they are not the proper persons to work out a 
corpus of private law governing the internal and external affairs 
of these novel organizations, in an ex parte procedure that cannot 
insure that all of the proper questions will be asked, let alone be 
adequately argued. It is, of course, true that the Treasury must 
often make preliminary decisions about the private law effect of 
a contract, statute, or other legal event in order to rule on its federal 
tax consequences, and I suggest no change in this practice. What 
I am saying, simply, is that the magnitude and novelty of the issues 
to be determined deserve attention ; here they seem to me to militate 
against Treasury action at this time. Advisory opinions by the 
Treasury, whether embodied in the Regulations, in taxpayers’ rul- 
ing letters, or elsewhere, are a discretionary function, and there are 
times when delay is an appropriate administrative response to 
requests for advice. This is especially so when litigation is inevita- 
ble, so that the Treasury will not have the final word, as it does in 
practice, though not in theory, in the corporate readjustment area 
(where a refusal to issue rulings often induces paralysis in our cap- 
tains of industry), and when the tax issue is entwined with state law, 
so that the Treasury’s views are likely to carry little weight with 
the courts because of a palpable absence of the administrative ex- 
pertise that, rightly or wrongly, is thought to inform its action in 
other areas. 

Sooner or later, of course, the Internal Revenue Service will have 
to issue instructions to its agents, but by the time this becomes neces- 
sary there may be a body of state decisions answering some of these 
questions and affording a basis for extrapolating answers to others. 
If not, the Treasury would do well, in my opinion, to follow the 
approach of its Regulations under section 7701(a)(3), which, by 
stating that an unincorporated organization is to be classified as an 
‘‘association’’ only if it possesses more corporate characteristics 
than non-corporate characteristics, resolves borderline or equipon- 
derant cases by denying corporate status. 

As to the federal courts, if income tax disputes must be decided 
before authoritative state court guides to the private law attributes 
of the professional association or corporation are available, they too 
might well be reluctant to develop a corpus of private law in the 
absence of such vitally affected parties as patients, clients, and pro- 
fessional licensing boards. Moreover, they may be spared this ardu- 
ous duty by the inability of taxpayers, who have the burden of proof, 
to establish that the professional association or corporation has the 
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necessary corporate attributes if the only evidence is the naked 
language of the state statute. 


D. A CiLoup on THE Horizon: THE ‘‘ PROLETARIAN CoRPORATION’’ 


Recognition of professional associations and corporations would 
pave the way to enactment of similar legislation for a much larger 
group of persons who are not now covered by qualified pension and 
profit-sharing plans, viz., employees whose employers have not seen 
fit to establish such plans or who do not meet their employer’s pre- 
requisites for eligibility. It is often forgotten that only about 26 
million members of a labor force of about 70 million are covered by 
existing plans, and that many of those who are covered will receive 
inconsequential benefits because their employers are contributing 
less than the maximum amount legally deductible and because the 
postponement of vesting results in many forfeitures. 

Recognizing these facts, some of the predecessors of the Jenkins- 
Keogh bill were not restricted to self-employed persons, but also 
embraced employees who were not covered or were inadequately 
covered by plans established by their employers. But if state action 
turns the trick for lawyers and doctors, why not state legislation to 
allow everyone to ‘‘incorporate’’?** Without wishing to draft a 
model statute, I can envision state legislation permitting any em- 
ployee to organize his own corporation to furnish whatever services 
his training, experience, or inclination suit him to perform, the 
corporation being empowered to contract with any person or firm to 
supply the services of its sole shareholder. The legislation would 
preserve the pre-existing employer-employee relationship in order 
to carry forward all social legislation enacted for the benefit of 
employees, and the newly-authorized ‘‘proletarian corporations’’ 
would be empowered, notwithstanding the antitrust laws, to organ- 
ize into unions to carry on collective bargaining. In all other re- 
spects, the corporations would have, or would purport to have, the 
‘‘corporate characteristics’’ of limited liability, continuity of life, 
centralized management, and transferability of shares. 

I do not want to expand this article to comment on the proper 
treatment of the ‘‘proletarian corporation,’’ but I should like to 
predict that we will soon be holding tax institutes on this subject if 
the professional corporation is recognized for federal tax purposes. 
It behooves us, therefore, to approach the professional corporation 


54 For an analogy, see Blum, How to Get All (but all) the Tax Advantages of Dabbling 
in Oil, 31 TaxEs 343 (1953), suggesting that percentage depletion be extended to all 
income. 
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with a lively recognition of the fact that doctors and lawyers are not 
the only persons who are not covered by qualified pension and profit- 
sharing plans * and who cannot help themselves by incorporating 
under general corporation laws. 


55 I have emphasized the lure of qualified pension and profit-sharing plans, but employees 
would probably not be repelled by deferred compensation plans, excludible sick pay and 
death benefits, income-splitting, and other opportunities that are open to the man with a 
corporation. 
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APPENDIX 
THE GEORGIA PROFESSIONAL ASSOCIATION ACT 


Section 1. This Act may be cited as ‘‘The Georgia Professional Association 
Act.”’ 
Section 2. Definitions. 


(a) ‘‘Professional Service’’ means any type of professional service which 
may be legally performed only pursuant to a license from a State Examining 
Board pursuant to the provisions of Ga. Code Title 84, for example, the 
personal services rendered by attorneys at law, certified public accountants, 
chiropractors, dentists, osteopaths, physicians and surgeons, and podiatrists 
(chiropodists). 

(b) ‘‘Professional Association’’ means an unincorporated association, as 
distinguished from a partnership, organized under this Act for the purpose 
of rendering one type of professional service. 


Section 3. Any two or more persons duly licensed to practice a profession 
under the laws of this State may form a professional association, as distin- 
guished from a partnership and a corporation, by associating themselves for 
the purpose of carrying on a profession and dividing the gains therefrom 
upon compliance with the terms of this Act; provided that no professional 
association organized pursuant to the provisions of this Act shall render 
professional service in more than one type of professional service. 

Section 4. Such persons may form a professional association by executing 
and recording Articles of Association in the Office of the Clerk of the Superior 
Court in the county in which the association’s principal office is located. The 
Clerk shall record such Articles of Association and any amendments thereto 
or instruments of dissolution thereof in a separate book to be kept for that 
purpose, and shall receive as fees for recording any original Articles of Asso- 
ciation or amendments thereto the sum of Five Dollars ($5.00) plus Fifteen 
Cents (15¢) for each one hundred words contained in the particular docu- 
ment recorded. Such Articles of Association shall not be required to be pub- 
lished or recorded elsewhere. Such record of said Articies of Association, 
when so recorded, shall be notice of the provisions of the Articles to the world 
as well as to all parties dealing with such Association. Such persons shall 
adopt such name for the Association as they in their discretion may deter- 
mine. Provided, that the name selected shall be followed by the words ‘‘Pro- 
fessional Association’’ or the abbreviation ‘‘P.A.’’ Said Articles of Associa- 
tion may contain any provision not in violation of law or the public policy of 
this State as the members of the association may decide. Such Articles may 
be amended or dissolved at any time and from time to time by agreement of 
two-thirds of the members at any regular meeting or at a special meeting 
called for that purpose, and upon likewise recording such amendment or 
instrument of dissolution in the same place or places as the original Articles 
of Association. 
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Section 5. A professional association may be organized only for the pur- 
pose of rendering one specific kind of professional service and shall not en- 
gage in any business other than rendering the professional service for which 
it was organized. However, it may invest its funds in real estate, mortgages, 
stocks, bonds, or any other type of investment, and may own real or personal 
property necessary or appropriate for rendering its professional service. 

Section 6. A professional association may render professional service only 
through officers, employees, and agents who are themselves duly licensed or 
otherwise legally authorized to render professional service within this State. 
The term ‘‘employee’’ as used in this Section does not include clerks, book- 
keepers, technicians, nurses, or other individuals who are not usually and 
ordinarily considered by custom and practice to be rendering professional 
services for which a license or other legal authorization is required in connec- 
tion with the profession practiced by a particular professional association, 
nor does the term ‘‘employee’’ include any other person who performs all his 
employment under the direct supervision and control of an officer, agent, or 
employee who is himself rendering professional service to the public on behalf 
of the professional association; provided that, no person shall, under the 
guise of employment, practice a profession unless duly licensed to practice 
that profession under the laws of this State. 

Section 7. This Act does not modify any law applicable to the relationship 
between a person furnishing professional service and a person receiving such 
service, including liability arising out of such professional service, and in- 
cluding the confidential relationship between the person rendering the pro- 
fessional service and the person receiving such professional service, if any, 
and all confidential relationships previously enjoyed under the laws of this 
State or hereinafter enacted shall remain inviolate. Subject to the foregoing 
provisions of this Section, the members or shareholders of any professional 
association organized pursuant to the provisions of this Act shall not be 
individually liable for the debts of, or claims against, the professional asso- 
ciation unless such member or shareholder has personally participated in 
the transaction for which the debt or claim is made or out of which it arises. 

Section 8. A professional association organized pursuant to the provisions 
of this Act shall be governed by a Board of Governors elected by the members 
or shareholders, and represented by officers elected by the Board of Gover- 
nors, so that centralization of management will be assured, and no member 
shall have the power to bind the association within the scope of the associa- 
tion’s business or profession merely by virtue of his being a member or share- 
holder of the association. Members of the Board of Governors need not be 
members or shareholders of the professional association and officers need not 
be members of the Board of Governors except that the President shall be a 
member of the Board of Governors, provided that no officer or member of the 
Board of Governors who is not duly licensed to practice the profession for 
which the professional association was organized shall participate in any 
decisions constituting the practice of said profession. The members may adopt 
such by-laws as they may deem proper, or the power to promulgate by-laws 











38 TAX LAW REVIEW [Vol. 17: 


of the association may be delegated by the Articles of Association to the 
Board of Governors of the professional association, as the members or share- 
holders may decide. Each member or shareholder shall have such power to 
cast such vote or votes at the meeting of the members or shareholders as the 
Articles of Association shall provide. The officers of the professional associa- 
tion may employ such agents or employees of the association as they may 
deem advisable subject to the provisions of Section 6 above. The officers of 
the association shall include a President, Vice President, Secretary, Treas- 
urer, and such other officers as the Board of Governors may determine. Any 
one person may serve in more than one office provided that the President and 
the Secretary of the professional association shall not be the same person. 
Section 9. Unless the Articles of Association expressly provide otherwise, 
a professional association shall continue as a separate entity independent of 
its members or shareholders, for all purposes for such period of time as 
provided in the Articles, or until dissolved by a vote of two-thirds of the 
members, and shall continue notwithstanding the death, insanity, incom- 
petency, conviction for felony, resignation, withdrawal, transfer of member- 
ship or ownership of shares, retirement, or expulsion of any one or more of 
the members or shareholders, the admission of or transfer of membership or 
shares to any new member or members or shareholder or shareholders, or the 
happening of any other event, which under the law of this State and under 
like circumstances, would work a dissolution of a partnership, it being the 
aim and intention of this Section that such professional association shall have 
continuity of life independent of the life or status of its members or share- 
holders. No member or shareholder of a professional association shall have 
the power to dissolve the association by his independent act of any kind. 
Section 10. A professional association organized pursuant to the provi- 
sions of this Act may issue stock or certificates of evidence of ownership of 
an interest in the e.sets of the professional association to the members of a 
stock-type association, or the association may be a non-stock organization with 
the members owning no individual interest in the assets of the association but 
with the rights and duties specified in the Articles of Association, or the 
association may be a non-stock organization with the members owning undi- 
vided interests in the assets of the association according to the Articies of 
Association. The stock or certificates of ownership, if a stock-type association, 
or a membership in a non-stock association, shall be freely transferable except 
as may be lawfully restricted in the Articles of Association. A professional 
association may issue its capital stock if it is a stock-type association or 
accept as members of the professional association, if a non-stock association, 
only persons who are duly licensed or otherwise legally authorized to render 
the same professional service as that for which the professional association 
was organized. Subject to the provisions of the Articles of Association, the 
estate of a member or shareholder who was a person duly licensed or otherwise 
legally authorized to render the same professional service as that for which 
the professional association was organized may continue to hold stock or 
membership pursuant to the Articles of Association for a reasonable period 
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of administration of the estate, but shall not be authorized to participate in 
any decisions concerning the rendering of professional service. 

Section 11. If any member, shareholder, agent, or employee of a profes- 
sional association becomes legally disqualified to render a professional service 
within this State, or accepts employment or is elected to a public office that 
pursuant to existing law is a restriction or limitation upon rendering of pro- 
fessional service, he shall sever all employment with, or financial interest in, 
such professional association forthwith. A professional association’s failure 
to comply or require compliance with this provision shall be a ground for 
the forfeiture of its right to render professional service as a professional asso- 
ciation pursuant to the provisions of this Act. When a professional associa- 
tion’s failure to comply with this provision is brought to the attention of the 
Secretary of State, the Secretary of State shall certify that fact to the Attor- 
ney General for appropriate action to dissolve the professional association. 

Section 12. If the Articles of Association or by-laws of a professional asso- 
ciation fail to fix a price at which a professional association or its members 
or shareholders may purchase the membership or shares of a deceased, re- 
tired, expelled, or disqualified member or shareholder, and if the Articles of 
Association or by-laws do not otherwise provide, then the price for such share 
or shares or membership shall be the book value of such share or shares or 
membership at the end of the month immediately preceding the death of 
or disqualification of the member or shareholder. Book value shall be deter- 
mined by an independent certified public accountant employed for such 
purpose from the books and records of the professional association by the 
regular method of accounting employed by the professional association. The 
determination by the certified public accountant of book value shall be conclu- 
sive on the professional association and its members or shareholders. 

Section 13. A professional association shall, within 30 days after the or- 
ganization of the professional association pursuant to the provisions of this 
Act and within 30 days after the first day of November in each year there- 
after, furnish a statement to the Secretary of State showing the names and 
post office addresses of all members or shareholders in such professional asso- 
ciation and shall certify that all members or shareholders are duly licensed 
or otherwise legally authorized to render professional service in this State. 
This report shall be made on such form and shall be prescribed and furnished 
by the Secretary of State, shall be signed by the President or Vice President 
of the professional association, and acknowledged and sworn to before a no- 
tary public by the person signing the report, and shall be filed in the office 
of the Secretary of State, together with a filing fee in the amount of One 
Dollar ($1.00). Upon the failure or refusal of any professional association to 
make said return or report to the Secretary of State, the professional associa- 
tion shall be liable for a penalty of Fifty Dollars ($50.00), and the Secretary 
of State is authorized to issue his execution therefor, including all costs 
incurred. , 

Section 14. A member or shareholder of a professional association may 
sell or transfer his membership or shares in such professional association 
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only to another individual who is duly licensed or otherwise legally author- 
ized to render the same professional services as that for which the association 
was organized. 

Section 15. In the event of dissolution of a stock-type professional asso- 
ciation, the Board of Governors, as trustees of the property of such profes- 
sional association, shall apply the assets first to the payment of debts of the 
association, and secondly, to the holders of the stock as provided in the 
Articles of Association. In the event of dissolution of a non-stock type asso- 
ciation, the assets shall be distributed, or sold, and the net proceeds distrib- 
uted first to the payment of debts of the association, and secondly, to or among 
the members of the association as the Articles of Association shall provide. 

Section 16. A professional association organized pursuant to the provi- 
sions of this Act may contract in its own name, take, hold, and sell real and 
personal property in its own name, independent of its members, sue and be 
sued as independent entities as now provided by law. Any conveyance in the 
name of the professional association to a third person executed by the Presi- 
dent and attested by the Secretary shall be conclusively presumed to be 
properly executed and shall divest all right, title, and interest of the profes- 
sional association, its members, and the Board of Governors thereof. The 
assets of a professional association shall not be liable to attachment for the 
individual debts of its members or shareholders. 

Section 17. The law entitled ‘‘Actions by or against Unincorporated 
Organizations or Associations,’’ approved February 13, 1959 (Ga. L. 1959, 
pp. 4446, and published in the Code of Ga. Ann. as Sections 3-117 to 3-121, 
inclusive) * is incorporated herein by reference and shall govern such pro- 
fessional associations organized pursuant to the provisions of this Act in 
all respects as contained therein. 

Section 18. Such professional association organized pursuant to the pro- 
visions of this Act shall be governed generally by all laws governing or 
applicable to corporations, where applicable, and not in conflict herewith, and 
no such association shall be held or deemed to be a partnership nor shall such 
association be governed by laws relating to partnerships. 

Section 19. Should any provision of this Act be held illegal or unconstitu- 
tional, the same shall not vitiate the remaining provisions of this Act, but all 
such provisions not held illegal or unconstitutional shall remain in full force 
and effect. 

Section 20. All laws and parts of laws in conflict with this Act are hereby 
repealed. 


* These provisions permit suits by and against unincorporated associations to be brought 
in the firm name. [Ed.] 

















Charitable Foundations Making 
Grants Abroad 


BERRIEN C. EATON, JR. 


c= controversy about charitable foundations which expend 
funds abroad has engendered surprisingly little printed comment. 
A committee of the Taxation Section of the American Bar Associ- 
ation is investigating problems in this area,’ and a proposed revenue 
ruling is believed to be germinating in the Internal Revenue Serv- 
ice.? Also, the Tractors for Freedom Committee recently achieved 
unwelcome notoriety.® In the tax and legal periodicals, however, the 
subject has been virtually ignored.* 

Section 501(c) (3) of the Internal Revenue Code, which sets forth 
the tests of exempt status, is not the prime source of the tax prob- 
lems which confront charities expending funds in foreign countries. 
These problems arise principall, under section 170(c), which defines 
a deductible ‘‘charitable contribution’’ for federal income tax pur- 
poses. 

Section 170(c) contains two requirements from which these prob- 
lems emanate. First, paragraph (2) (A) of this section declares that 
in order for a gift to or for the use of a ‘‘corporation, trust, or com- 
munity chest, fund, or foundation’’ to qualify as a deductible chari- 
table contribution, the recipient must be ‘‘created or organized in 
the United States or in any possession thereof, or under the law of 
the United States, any State or Territory, the District of Columbia, 


BERRIEN C, Eaton, JR. (LL.B., University of Virginia Law School, 1948) is a member 
of the Michigan Bar and a partner of the law firm Miller, Canfield, Paddock and Stone, 
Detroit, Michigan, and Lecturer on Taxation at Wayne State University Law School. 

An abbreviated version of this article appeared in the Report of the Committee on 
Exempt Organizations, A.B.A. SECTION OF TAXATION PROGRAM AND COMMITTEE REPORTS 
80 (1961), presented at the Twenty-Second Annual Meeting of the Section held August 
3-8, 1961, at St. Louis, Missouri. However, the contents of this article are not to be taken 
as necessarily representing the views of said Committee or the A.B.A. Section of Taxation. 

1 8ee A.B.A, SECTION OF TAXATION PROGRAM AND COMMITTEE Reports 140 (1960), 
presented at the Twenty-First Annual Meeting of the Section. 

2 A.B.A. SECTION OF TAXATION BULL. 33 (Oct. 1959) ; Tax BaRoMETER { 37 (Dec. 12, 
1959). 

8 See discussion pp. 69-72 infra. 

4 Exceptions include Alford, Voluntary Foreign Aid and American Foreign Policy: The 
Element of State Control, 46 Va. L. Rev. 477 (1960); Tax BaroMETER J 37 (Dec. 12, 
1959). 
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or any possession of the United States.’’ ° For convenience, this may 
be termed the requirement of ‘‘domestic organization.’’ Secondly, 
the last sentence of section 170(c)(2) states: ‘‘A contribution or 
gift by a corporation to a trust, chest, fund, or foundation shall be 
deductible by reason of this paragraph only if it is to be used within 
the United States or any of its possessions exclusively for’’ reli- 
gious, charitable, scientific, literary, or educational purposes or for 
the prevention of cruelty to children or animals.* This may be 
termed the requirement of ‘‘domestic use.’’ 

After years of liberal treatment, the Service has lately tightened 
its interpretation of these two requirements, especially as to domes- 
tic organization. This tightening has reportedly resulted in part 
from a study which the Service made at the request of the State 
Department, which in turn was acting at the behest of Arab nations 
aggrieved by the financial assistance furnished to Israel by Ameri- 
can charities. More recently, the well-publicized national problem 
of ‘‘gold outflow’’ has been mentioned as an argument against 
ameliorating the impact of these Code requirements.’ 


Statutory Inconsistenctss AND History 


The requirement in section 170(c) (2) (A) as to domestic organiza- 
tion does not appear in section 501(c) (3), dealing with the exemp- 
tion of charities and kindred organizations from federal income 
taxation; nor does it appear in the sections which permit a citizen 
or resident to claim charitable deductions for federal gift* and 
estate tax ® purposes. However, it is found in some less important 
provisions of the Code,” especially the ambiguous sections applica- 
ble to non-resident aliens." In general, these defects in draftsman- 
ship have no rational basis. 


5 This language is derived from section 23(0) and (q) (1939). 

6 This language is derived from section 23(q) (1939). 

7 For a discussion of the balance-of-payments problem, see Wallich, Cooperation to Solve 
the Gold Problem, 39 Harv. Bus. Rev. 47 (May-June 1961). 

8 L.R.C. § 2522(a) (2) (1954). 

9 I.R.C. § 2055(a) (2) (1954). 

10 #.g., IL.R.C. § 170(¢)(3) and (4) (1954) (contributions to veterans’ organizations 
and fraternal lodges), but not § 170(c)(5) (contributions to non-profit cemeteries). 
Sections 642(¢) (charitable deductions by trusts and estates) and 702(a)(4) (1954) 
(charitable contributions by partnerships) embody the same requirement by reference to 
section 170(¢). Section 584(d)(3) (1954) does not allow any charitable deduction for 
common trust funds. 

11 J.R.C. §§ 873(¢) (income tax), 2106(a)(2)(A) (ii) (estate tax), and 2522(b) (2) 
and (5) (gift tax) (1954). For the total disallowance of charitable deductions by certain 
non-resident aliens, see section 871(b) (2) (1954). 
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The domestic use requirement in the last sentence of section 170 
(c) (2) is likewise an oddity. The only parallel language in the Code 
is in the gift and estate tax provisions dealing with charitable trans- 
fers by non-resident aliens.” 

This hodge-podge may be partly explained by the piecemeal man- 
ner in which the requirements of domestic use and organization 
came into the Code. They seem to have had their origin in the Reve- 
nue Act of 1935, which for the first time expressly allowed a deduc- 
tion for charitable contributions made by corporations.** Thus, these 
requirements constituted a partial restriction embodied in what was 
otherwise a liberalizing amendment. In the Revenue Act of 1938, 
however, Congress deliberately made the requirement of domestic 
organization, but not domestic use, applicable to charitable contri- 
butions by non-corporate taxpayers.'* The accompanying House 
Report stated: * 


Under the 1936 Act the deduction of charitable contributions by corpora- 
tions is limited to contributions made to domestic institutions (section 
23(q)). The bill provides that the deduction allowed to taxpayers other than 
corporations be also restricted to contributions made to domestic institutions. 
The exemption from taxation of money or property devoted to charitable and 
other purposes is based upon the theory that the Government is compensated 
for the loss of revenue by its relief from financial burden which would other- 
wise have to be met by appropriations from public funds, and by the benefits 
resulting from the promotion of the general welfare. The United States 
derives no such benefit from gifts to foreign institutions, and the proposed 
limitation is consistent with the above theory. If the recipient, however, is a 
domestic organization the fact that some portion of its funds is used in other 
countries for charitable and other purposes (such as missionary and educa- 
tional purposes) will not affect the deductibility of the gift. 


12T.R.C. §§ 2106(a) (2) (A) (iii) and 2522(b)(3) and (4) (1954). It is interesting 
that this requirement attaches to gifts and bequests to charitable trusts, etc., but not 
domestic charitable corporations. It apparently does not apply to charitable deductions 
for income tax purposes under section 873(¢c), but the reference therein to section 170 
makes this ambiguous. 

13 Revenue Act of 1935, ch. 829, Sec. 102(c), 49 Stat. 1016, adding section 23(r) to the 
Revenue Act of 1934. Actually, the 1935 Act never became operative because its effective 
date was the same as the Revenue Act of 1936, ch. 690, 49 Stat. 1648 (1936), namely, Jan. 1, 
1936. Section 23(q) of the 1936 Act contained thé same provision as section 102(c) of the 
1935 Act; it might therefore be more accurate to say that the 1936 Act originated the de- 
duction for corporate contributions. Section 234(15) of the Revenue Act of 1921, as passed 
by the House, contained such an allowance, but it was rejected by the Senate. Efforts to 
insert it in later acts were likewise unavailing until 1935. F.g., 61 Cone. Reo. 5295-5296 
(Aug. 19, 1921). The Revenue Act of 1938, ch. 289, 52 Stat. 463, injected what became sec- 
tion 23(a)(1)(B) of the 1939 Code, forbidding a business deduction for any payment 
which, except for the percentage limitation, could have been deducted as a charitable 
contribution. I.R.C. § 162(b) (1954). 

14 Revenue Act of 1938, ch. 289, Sec. 23 (0) (2), 52 Stat. 463, 

15 H.R. Rep. No. 1860, 75th Cong., 3d Sess. 19 (1938), 1939-1 Cum. BuLL. 728, 742. 
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It is clear that the requirement of domestic organization, which 
applies to charitable gifts by any type of donor, derives from the 
relief-of-governmental-burden rationale of the charitable deduction. 
This widely held rationale ** is quite debatable, and any conclusion 
drawn from it ‘‘is more likely to be a visceral sensation than a 
logical victory.’’ * 

The same theory is probably reflected in the domestic use require- 
ment, which applies only to charitable gifts by corporations. There 
may also have been some feeling on the part of Congress that an 
income tax deduction for gifts by corporations was justified only 
if the gifts were made for fairly local use, where benefit might inure 
to the donor corporations in the form of public good will or other- 
wise. This is a reasonable conjecture since prior to the 1935 Act 
corporate contributions to charity were deductible, if at all, only 
as business expenses.’* From the standpoint of general corporate 
law, charitable gifts by corporations were historically justified only 
if a corporate benefit was derived.’® In recent years, however, this 
doctrine of corporate benefit has been so liberalized and watered 
down by statute and court decision, as well as by corporate custom,” 
that it no longer has the same significance which it may have had 
in 1935. 


Domestic Uss 


The last sentence of section 170(c) (2) imposes the requirement of 
domestic use in the case of a corporate gift to a ‘‘trust, chest, fund, 
or foundation,’’ but does not refer to a gift to a corporation. This is 
in strange contrast to the first sentence of section 170(c) (2) which 
lists the kinds of organizations to which deductible contributions 
may generally be made, and specifically includes corporate donees.”* 


16 See Eaton, Charitable Foundations, Tax Avoidance and Business Expediency, 35 Va. 
L. Rev. 809, 987, 1048 (1949) ; note 85 infra. 

17 Eaton, Charitable Foundations and Related Matters Under the 1950 Revenue Act, 37 
Va. L. Rev. 1, 5 (1951). 

18 Revenue Act of 1934, ch. 234, Sec. 23(a) and (0), 48 Stat. 688, 690; SzipMAN’s LEGIs- 
LATIVE HISTORY OF FEDERAL INCOME Tax Laws 1938-1961, 10, 286-288 (1938); note 13 
supra. 

19 See Rudick, The Legal Aspects of Corporate Giving in THE MANUAL OF CORPORATE 
Givine 41 (Ruml and Geiger ed. 1952) ; Cousens, How Far Corporations May Contribute to 
Charity, 35 Va. L. Rev. 401, 404 (1949) ; Note, 24 U. Cino. L. Rev. 572 passim (1955). 

20 Cousens, note 19 supra, at 423; Comment, 6 Ura L, REv. 270 (1958). 

21 Another inconsistency, apparently harmless, is that the first sentence says ‘‘com- 
munity chest’’ while the last sentence says merely ‘‘chest.’’ The ‘‘charities’’ provisions 
of the Code indeed are scarcely models of coordinated draftsmanship. See, ¢.g., Eaton, 
note 16 supra, at 844; Rea, Changes in the Internal Revenue Code of 1954 Affecting 
Charitable Organizations, 27 Rocky Mr. L. REv. 270 passim (1955). 
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Although the rather colloquial words ‘‘fund’’ and ‘‘foundation”’ 
in the last sentence of section 170(¢) (2), imposing the domestic use 
requirement, might perhaps have been construed to include corpo- 
rations,” the Service in a 1937 ruling fortunately adopted the oppo- 
site construction and seized upon the omission of the word ‘‘corpo- 
ration’’ as justifying the deductibility of a corporate contribution 
to a domestic charitable corporation whose funds were used in a 
foreign country.** This position has been followed many times in 
special rulings, including two in 1947 pertaining to the Allied Jewish 
Appeal, Inc.,** the Greek War Relief Association, Inc., U.S.A., and 
the United Jewish Appeal of Greater New York.”® Some support for 
this position is found in the above-quoted House Report, which re- 
fers to a domestic charity using ‘‘some portion of its funds... in 
other countries.”’ 

Thus, although a charitable contribution by a corporation to a 
domestic trust is deductible only if for use within the United States 
or its possessions, no such limitation exists where the donee is a 
domestic corporation. It has been aptly said that since the restriction 
on foreign use can be avoided by the simple expedient of organizing 
the recipient in corporate form, the last sentence of section 170 
(c)(2), which imposes the restriction, has meaning only as a trap 
for the unwary. Moreover, the requirement of domestic use does 
not apply where the donor of the contribution is not a corporation. 
It is apparent, therefore, that the requirement of domestic use is a 
rule of narrow application. 

In instances where a new charitable organization is established 
in the form of a trust and where it may receive gifts from corpora- 
tions, it may be advisable to include a provision in the indenture 
which takes cognizance of the domestic use requirement. For ex- 
ample, such a clause might state: 

22 See Eaton, note 16 supra, at 813; Slowinski, Loss and Recovery of Tax-Exempt 
Status of Foundations, Trade Associations, and Social Clubs, 12 U. So. Cau. 1960 Tax 
Inst. 855, 856. Michigan has a novel provision in its corporation laws expressly authorizing 
the incorporation of a special type of non-profit corporation called a ‘‘foundation’’ (15 
Micon. Star. ANN. §§ 21.164 and 21.169 (1937)); and the Michigan inheritance tax 
exemption section likewise mentions ‘‘foundations’’ of both the corporate and non- 
corporate variety (6 Micu. Stat. ANN. § 7.561 (rev. ed. 1960) ). 

23 J.T. 3048, 1987-1 Cum. Buu. 85; cf. Schoellkopf v. United States, 124 F.2d 982 
(2d Cir. 1942) (contribution to foreign city in trust deductible under section 23(n) (2) of 
the Revenue Act of 1928, ch. 852, 45 Stat. 801). Note how this interpretation dovetails 
with the Code provisions pertaining to non-resident aliens. See note 12 supra. 


24 Special ruling, Mar. 14, 1947, 4 CCH { 6135 (1947). 
28 Special ruling, May 8, 1947, 4 CCH { 6175 (1947). 
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In the event that any contribution shall be received from a corporation, 
such contribution and the income therefrom shall be used and distributed 
only within the United States, or any of its possessions, for the purposes 
hereinabove specified. 


Domestic ORGANIZATION 


The domestic organization requirement of section 170(c) (2) (A) 
cuts a wider swath, because it applies to charitable gifts by all 
donors, not by corporations only. Under this rule, the recipient of a 
deductible ‘‘charitable contribution’’ as defined in the Code must be 
an organization created or organized in the United States or in any 
possession thereof, or under the law of the United States, any State 
or Territory, the. District of Columbia, or any possession of the 
United States.”® Although this restriction is not embodied in the 
sections of the Code dealing with exempt status or with the deducti- 
bility of charitable transfers for gift and estate tax purposes,” its 
inclusion in section 170(c)(2)(A), dealing with charitable deduc- 
tions for income tax purposes, makes it impracticable in most situ- 
ations to establish a charity which does not conform to it. 

As a result of this requirement, a direct gift to a foreign charity 
is not deductible as a charitable contribution. For example, the Tax 
Court has held that no deduction may be taken for contributions to 
the University College of Mandalay and other Burmese charities.” 
In a more recent case, it determined that contributions to Catholic 
churches in the United States were deductible, but not to those in 
France.” 

In the Dora F. Welti® case a contribution was made with foreign 
funds by a resident alien to the First Church of Christ, Scientist, 
Berne (Switzerland), a Swiss corporation. The Berne Church was 
a branch of The First Church of Christ, Scientist, in Boston, Massa- 
chusetts, a Massachusetts corporation. The taxpayer argued that 
her contribution to the Berne Church was in effect a contribution 
to what she called ‘‘The Mother Church’’ and that, although sepa- 
rately incorporated, branches of The Mother Church were part of 
a single integrated religious organization. She maintained further 
that the contribution resulted in some benefit to The Mother Church 
and, indeed, to the United States. The Tax Court, however, refused 


26 See discussion pp. 41-42 supra. 

27 See discussion p. 42 supra. 

28 Muzaffer ErSelcuk, 30 T.C. 962 (1958). 
29 Louise K. Herter, 20 TCM 78 (1961). 
801 T.C. 905 (1943). 
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to disregard the separate juristic existence of the Berne Church 
and denied the charitable deduction. 


Domestic Cuarities Maxine Forricn Grants 


The requirement of domestic organization does not prevent a 
deduction for a gift to a domestic charity expending a portion, or 
even all, of its funds abroad.*' The Regulations expressly state that 
a contribution ‘‘is deductible even though some portion of the funds 
of the organization may be used in foreign countries for charitable 
and educational purposes.’’ ** Although the Regulations under sec- 
tion 501(c) (3), dealing with exempt status, contain no comparable 
language, they say nothing to the contrary.* As a practical matter, 
it is believed that there are many organizations ruled exempt which 
expend substantially all of their funds abroad.™* 

The interplay of this liberal doctrine with the domestic organiza- 
tion requirement has had a predictable result. Long ago it became 
common practice for an internationally-minded philanthropist to 
establish a domestic foundation as the vehicle for his foreign phi- 
lanthropies. This was done not only where the purpose was actively 
to engage in foreign charity, but also where the domestic foundation 
chose the ‘‘passive’’ course of merely making gifts to foreign 
schools or other foreign charitable organizations. Generally, the 
domestic foundation was established as a corporation, though pri- 
vate individuals sometimes preferred to use trusts.* At first blush, 
arrangements of this kind would seem to satisfy the requirement 
of domestic organization, and the tax commentators have generally 
agreed,*® 

In recent years, however, the attitude of the Service with respect 
to the domestic organization requirement has been in a state of flux. 
The particular target of Service concern has been the domestic 
foundations, whether in trust or corporate form, which simply make 
grants to foreign schools and charities. 

In part, the Service is known to be troubled by the problem of 


81 Z.g., Louise K. Herter, note 29 supra; I.T. 3048, note 23 supra; special rulings, notes 
24 and 25 supra; see, e.g., H.R. Rep. No. 1860, note 15 supra. 

82 Reg. Sec. 1.170-2(a) (1) (1958). 

88 Reg. Sec. 1.501(¢).(3)—1 (1959). 

34 See Quiggle and Myers, Taw Aspects of Charitable Contributions and Bequests by 
Individuals, 28 ForpHAM L. REv. 579, 582 n.11 (1960). 

85 Corporate donors would not want to use a charitai. trust because of the domestic 
use requirement, See discussion pp. 44-46 supra. 

36 See, ¢.g., Eaton, note 16 supra, at 827, 989; Lowndes, Tax Advantages of Charitable 
Gifts, 46 Va. L. Rev. 394, 403 (1960) ; Rudick, note 19 supra, at 35, 53; note 83 infra. 
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proof—a problem which exists even with respect to domestic chari- 
table activities. For example, it is becoming quite commonplace for 
a charitable foundation to receive a letter from the District Director 
stating that upon review of its Form 990A (the annual information 
return), it has been observed that grants were made to other organi- 
zations, foreign or domestic, not officially regarded as exempt. Such 
a letter may request additional information regarding the grants, 
and it may even suggest that the continued practice of making dona- 
tions to organizations not having ruling letters may result in loss 
of the foundation’s own exempt status.” 

The reason for this administrative practice is that the Service 
naturally wants evidence that the funds of an exempt organization 
are being used for proper purposes. Where such funds are given to 
another organization, the Service feels that the best evidence is a 
ruling letter covering the donee organization. Information submit- 
ted on Form 990A is often skimpy, and a flood of distributions to 
donee organizations not having ruling letters would greatly aggra- 
vate the policing problems of the Service. On the other hand, the 
Service unofficially admits that a ruling letter covering the donee 
organization is not mandatory and that other evidence, if sufficiently 
persuasive, will be acceptable. 

The policing problems of the Service are intensified where organ- 
izations to which a domestic charity gives funds are situated in a 
foreign country. Differences of law, language, and practice create 
special difficulties, as do the more obvious factors of distance and 
lack of jurisdiction. For these and other reasons, the Service is 
sometimes reluctant to issue an exemption letter to such a domestic 
charity unless the foreign donee organizations first obtain favorable 
rulings of their own. The method for obtaining such rulings is 
discussed below in connection with tax treaties. 

However, this policing problem is clearly not the full explanation 
for the Service’s attitude with respect to domestic charities making 
grants abroad. Even where a foreign donee organization is itself 
covered by a ruling letter under section 501(c) (3), the Service has, 
in recent years, often been reluctant to issue a favorable ruling to a 
domestic foundation which proposes to make grants to such foreign 
donee organization. Rather, the difficulty lies with the requirements 
of section 170(c)(2)(A) allowing a deduction for charitable gifts 
only where the donee is a domestic organization. The Service, in 


37 See Yager, Practical Pointers on How to Get and Keep Tax-Exempt Status for an 
Organization, 7 J. TAXATION 62 (1957). 
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endeavoring to prevent the subversion of this requirement, is now 
taking a much stricter position than it did in former years. 

The kind of situation where trouble is most frequently encoun- 
tered is typified by a small midwestern foundation which was cre- 
ated in 1957. The now famous Shakespearean Festival in Stratford, 
Ontario, then in its infancy, was at that time generating consider- 
able cultural excitement in the United States. A group of Detroit 
residents established a foundation as a vehicle for giving assistance 
to Stratford, as well as encouraging Shakespearean activity in 
Michigan. Unfortunately, their timing could not have been worse. 
Not only was the Internal Revenue Service embarking upon its re- 
evaluation of charities making grants abroad, but it was also in the 
throes of evolving the new ‘‘organizational’’ test for establishing 
tax-exempt charities, which test is now embodied in the Regulations 
under the 1954 Code.** Consequently, although the charter of the 
new Detroit foundation followed a pattern which had been fre- 
quently approved, and although it made token donations to Ameri- 
can Shakespearean groups as well as to Stratford, it found itself the 
recipient in 1958 of an unfavorable ruling. This ruling determined 
that the foundation was not the ‘‘public’’ type which is entitled to 
tentative exemption prior to a year of operation; * that even if it 
were, it did not meet the organizational test ; and, furthermore, that 
it was not properly operated. In this respect, the ruling merely 
said: ‘*...the use of your funds to assist the Stratford Permanent 
Theatre Fund which, according to our records, has not established 
an appropriate exempt status ... would indicate that you are not 
‘operated’ within the exemption statute.’’ 

Conferences with the Service at Washington ensued, on the basis 
of which the charter of the Detroit foundation was duly amended, 
and the Stratford Festival applied for and obtained an exemption 
letter. Still the Service procrastinated, as evidenced by the following 
letter which the Detroit foundation received in December, 1959: 

The amendment referred to above was made for the purpose of meeting the 
‘‘organization test’’ referred to in the Income Tax Regulations under section 
501(c) (3). Both the Internal Revenue Code and the Regulations require an 
organization to meet both the organizational and operational tests before an 
exemption ruling may be issued. The information available does not show 
that you have operated sufficiently to establish that you meet the operational 
requirements and, therefore, a ruling may not be issued. 


88 A joint article by Norman A. Sugarman, Harry K. Mansfield, Arnold R. Cutler, and 
the writer, tentatively entitled How to Draft the Charter or Indenture of a Charity So 
as to Qualify for Federal Tax Exemption, is expected to be published in the near future. 

89 Reg. Sec. 601.201(k) (1955). 
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If, after you have actually operated for a year in furtherance of your 
amended purposes, you may request a reconsideration of your status for 
Federal income tax purposes. 

In 1960 the sponsors of the foundation made another token con- 
tribution to it, filed a new exemption application, and set up a 
‘‘test’’ case by claiming a refund based on the deduction of the 
1960 contribution. A settlement has been tentatively reached 
whereby the contribution will be allowed as a deduction and a favor- 
able ruling was issued, which will be applicable only for a limited 
time. It will be observed that prior to this settlement, the Service 
has, in effect, blocked any large-scale activity by the foundation for 
more than four years. 


Present ATTITUDE OF SERVICE 


With the passage of time, the attitude of the Service has begun to 
crystallize into something resembling a ‘‘policy.’’ For many months 
the Service refrained from ruling on a great number of requests 
while it studied the over-all subject.*° It now has processed most of 
those requests in one form or another and is believed to be working 
on a formal ruling in point. However, nothing has as yet been pub- 
lished which officially sets forth new guidelines. 

Absent such guidelines, it is hazardous to try to describe the new 
policy ; and the task is made even more difficult by the restrictive in- 
terpretation which the Service has placed upon section 6104(a). This 
section was added by the Technical Amendments Act of 1958 for the 
purpose of allowing public inspection of exemption applications and 
related documents. The Service promptly ruled, however, that any 
request for such inspection ‘‘must specify the name and address of 
each organization whose application it is desired to inspect.’’ *4 This 
requirement makes it impracticable to investigate the status of a 
generic category of organizations, such as those making grants 
abroad, unless the investigator has knowledge of the identity of the 
organizations in question. The consequence is that the emerging 
policy as to organizations which make grants abroad is still to a 
large extent a secret of the Service. Tax practitioners with consider- 
able experience differ widely among themselves in their understand- 
ing of the new administrative rules. 

Apparently the present posture of the Service is that it has no 
objection, except as to matters of proof,** where a domestic charity 


40 Note 2 supra. 
41 Rev. Proc. 58-20, 1958-2 Cum. Bub. 1134, 1137. 
42 See discussion p. 48 supra. 
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actively participates in and oversees the expenditure of its funds 
abroad, as in the case of CARE and the Ford Foundation.** Such 
situations pose no threat to the requirement of domestic organiza- 
tion; and they are not unduly difficult to police so long as the domes- 
tic charity keeps adequate records. 

The Service likewise seems to have no objection where a domestic 
charity makes foreign grants in amounts which are negligible as 
compared with the over-all operations of such charity. This attitude 
accords with the de minimis doctrine which prevails in so many 
areas of tax law, and it dovetails with the long-standing rule that in 
order for an organization to qualify for exemption, its activities 
need be only primarily, not exclusively, in furtherance of its exempt 
purposes.** 

Closer to the danger zone are cases where a domestic charity 
adopts a program of making substantial grants to foreign charita- 
ble and educational bodies. If the domestic charity has no particular 
foreign organization in mind, or at least has complete freedom of 
choice, the Service probably will not worry excessively about the 
requirement of domestic organization ; and it will usually be satisfied 
if the domestic charity either (1) actively supervises the funds ex- 
pended abroad or (2) makes grants only to foreign organizations 
which have received favorable ruling letters or are demonstrably 
exempt. Such situations, however, are so close to the edge that it is 
difficult to make generalizations. 

The Service is believed to have its greatest difficulty with a domes- 
tic charity whose funds go primarily to one or more particular for- 
eign organizations, whether or not they have ruling letters. The 
Service will not recognize donations to such a domestic charity as 
meeting the mandate of section 170(c)(2)(A), at least unless the 
charity retains sufficient control over its foreign expenditures so 
that it is not merely a conduit. Also, it will not allow a deduction 
for contributions to a domestic charity which are solicited on behalf 
of one or more particular foreign organizations. 

If requested, the Service may be induced to issue a ruling letter 
conceding the exempt status of an offending charity but refusing to 
state whether or not contributions to it will be deductible.** In the 


43 TAX BAROMETER § 37 (Dec. 12, 1959) stated: ‘‘IRS is apparently concerned with 
those situations in which the domestic organization is simply a collection agent for the 
foreign institution and is the ‘creature’ of that institution. It is not concerned with 
domestic organizations, such as ‘CARE,’ which have their own agents in foreign countries 
and make their own decisions as to distributions.’’ 

44 See Eaton, note 16 supra, at 846. Reg. Sec. 1.501(c) (3)-1 (1954) in several places uses 
language such as ‘‘ primarily’? or ‘‘an insubstantial part of its activities.’’ 

45 Note 2 supra. 
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usual case, this is scant comfort. Moreover, the Service will not 
respond even to this extent where the domestic charity is making 
substantial, unsupervised gifts to a foreign organization which does 
not itself have a ruling letter or is not demonstrably exempt. But 
this is due mainly to the policing problem mentioned above. 

In issuing a ruling letter, not limited as to time, the most liberal 
position which the Service is likely to adopt under its present policy 
is perhaps exemplified by a favorable ruling which was issued in 
January, 1961, to a domestic foundation formed for the purpose of 
aiding a foreign university, the name of which may be paraphrased 
as X Foundation for the Y University. This ruling reads in part: *° 


... you are empowered to receive money and property and to devote the 
same exclusively to such purposes in order to support the work of the... 
[Y University] .. . and qualified students desiring to attend there and 
requiring financial assistance. You may engage in any and all lawful activ- 
ities which may be necessary, appropriate, useful or proper for the carrying 
out of such purposes, provided, however, that you shall have no power such 
as to prevent a contribution or gift to you from constituting a charitable 
contribution within the meaning of section 170(c) of the Internal Revenue 
Code of 1954, or corresponding section or sections as may be from time to time 
in force. 

The above-mentioned resolutions also provided, among other things, that 
your officers are authorized and directed henceforth to allow no expenditures 
of funds contributed to you, nor any charitable activities, except such as are 
under your exclusive control, and further, that your officers are authorized 
and directed to institute a scholarship program for students desiring to 
attend the... [Y University]. Your scholarship program is to be carried out 
exclusively by your officers and employees and subject to their exclusive con- 
trol in regard to all its aspects. Your officers are further directed to investi- 
gate and report to your Board of Directors their reeommendations concerning 
other possible programs at the... [Y University] under their exclusive con- 
trol, such as the planning, construction, ownership, and operation of some 
building or facility such as a Science Building, Library, Recreation Build- 
ing, Athletic Building, Student Forum, Student Lounge, or Faculty Club, 
or the selection, compensation and supervision of one or more professors 
occupying chairs in fields of education required at the... [Y University]... . 
Based upon the information submitted, it is concluded that contributions 
made to you will be deductible by the donors in computing their taxable 
income in the manner and to the extent provided by section 170 of the 
Internal Revenue Code of 1954, provided you exercise control in actively 
carrying out your programs and objectives and you do not engage in the 
solicitation of funds on behalf of a particular foreign organization or 
organizations. 


It is apparent that as far as the Service is concerned the sine qua 
non of deductibility in situations of this kind is adequate ‘‘control’’ 


46 Letter from Internal Revenue Service, dated Jan. 23, 1961. 
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by the domestic charity. Control is important not only in connection 
with the policing problem, but also as a circumstance bearing upon 
whether or not the organization is merely a conduit. If such control 
is present, the Service may be satisfied, but almost certainly not 
where it is absent. 

Absent adequate control, for example, the Service would rule ad- 
versely in most cases where the domestic charity is endowed in such 
a way that it is really just an agent or trustee for a particular for- 
eign organization, or where its purposes are so narrow that its funds 
may go only to, or for the use of, a particular foreign organization, 
e.g., Friends of X University. The Service even objects to the rather 
commonplace situation where the domestic charity in fact intends 
to make unsupervised gifts to one or more particular foreign organ- 
izations, exempt or not, but where the funds which it holds are not 
actually earmarked for that purpose, i.e., where it legally and equi- 
tably has freedom of action and is not just an agent, trustee, or 
conduit. 

This new administrative attitude results in the making of fine 
_ distinctions which, if not inconsistencies, at least come rather close 
to being incongruities. For example, in one instance an American 
philanthropist established the A foundation in the United States 
and the B foundation in a foreign country. The sole function of the 
A foundation was to finance the B foundation ; accordingly, the Serv- 
ice would not allow contributions to the A foundation as deductions. 
However, the Service regarded the situation as rectified when the A 
foundation itself conducted the foreign activities by dint of renting 
the facilities of the B foundation. 

In addition, the apparent attitude of the Service might give rise to 
inequities. A large domestic charity can probably afford to supervise 
the expenditure of its funds in foreign countries and thus meet the 
Service’s ‘‘control’’ test. However, a small domestic charity may be 
unable to do this, and therefore may be incapable of engaging in 
foreign philanthropy even if it makes grants to only those foreign 
organizations which the Service has ruled to be exempt. 

This discussion may seem to be at variance with the above- 
described experience of the Detroit foundation. But the Detroit 
foundation had to do battle for four years, including setting up a 
test case ; and even then it expects only a limited ruling. 


Suacrstions ror Ruitine Appuications, Cuarters, Ero, 


In establishing a domestic foundation whick proposes to make 
grants abroad, some practitioners might prefer to challenge the 
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Service in court rather than bow to its interpretation of the statute. 
However, in the more usual instance where a favorable ruling is 
desired which covers the subject of deductibility as well as exemp- 
tion, some cognizance should be taken of the new position of the 
Service. 

Of course, if no mention of foreign grants is made in the charter 
or other materials submitted to the Service, and none occurs during 
the operational period prior to requesting a ruling, the problem of 
foreign grants will not at that time arise. By the same token, the 
ruling will afford little protection, especially if such grants were 
contemplated from the outset. The wiser policy is to disclose the 
intention of making such grants, and probably even to make token 
grants during the operational period. The real choice is not whether 
to mention them at all, but whether such mention should be in the 
indenture, articles, by-laws, corporate resolutions, ruling applica- 
tion, or some combination of these documents. In rare instances, the 
answer may be dictated by state law; or it may be thought expedient 
to mention the intended activities in the articles as a means of in- 
forming potential contributors and other members of the public. On 
the other hand, there may be an advantage in saying nothing about 
foreign grants in the articles and referring to them only in the ruling 
application or in corporate resolutions. 

One advantage of the latter course lies in the obviously greater 
ability to explain and illustrate proposed foreign grants in a state- 
ment accompanying the ruling application than in the articles them- 
selves. There is always the danger that language used in the articles 
may be misinterpreted or may go too far or not far enough. Lan- 
guage in the articles may be more difficult to explain to the Internal 
Revenue Service, and it is certainly much harder to amend. 

In either case, whether the intention to make foreign grants is 
disclosed for the first time in the articles or in a statement of pro- 
posed activities, broad terminology merely indicating a program 
of foreign philanthropy should be avoided. Instead, depending on 
the circumstances, some sort of restrictions, conditions, or explana- 
tions should be inserted so as to anticipate the objections which the 
Service will otherwise certainly raise. As a very minimum, it should 
be specified that if grants are made to any foreign organization, 
such foreign organization must qualify (and preferably obtain a 
ruling letter) under section 501(c) (3). Or it should be stated that if 
funds are expended abroad, the domestic organization will itself, or 
through its agents, administer the funds or control the activities 
supported by the funds. 
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In those exceedingly difficult situations where the domestic char- 
ity proposes to limit its benevolence directly or indirectly to one or 
more particular foreign organizations, it may be advisable to dupli- 
cate the pattern of the restrictions mentioned in the above-quoted 
ruling which was issued to the X Foundation for the Y University.** 
Or it may even be expedient to insert stringent language in the 
charter or by-laws, such as the following : * 


Under no circumstances shall this organization to any substantial extent 
knowingly solicit funds on behalf of (i) any nation, government or political 
subdivision thereof which is not enumerated in section 170(c)(1) of the 
Internal Revenue Code of 1954 or (ii) any organization which is not created 
or organized in the United States or in any possession thereof, or under the 
law of the United States, any state or territory, the District of Columbia, or 
any possession of the United States. Also, in the event that the organization 
shall at any time make gifts or distributions which are not de minimis and 
which are, directly or indirectly, to or for the use of any recipient described 
in (i) or (ii) above, then (in addition to the foregoing provisions of this 
document) the following provisions shall be complied with: 

(a) Such gifts and distributions shall be made in such a manner that their 
use and expenditure by the recipient thereof shall at all times be subject to 
the exclusive control of this organization ; and this organization shall from 
time to time make such investigations, obtain such reports from said recipient, 
and do such other and further acts and things as may be reasonably necessary 
to make such control effective. 

(b) No such gift or distribution shall be made to any organization men- 
tioned in (ii) above unless at the time thereof such organization is recognized 
by the Commissioner of Internal Revenue of the United States as exempt 
from federal income taxation under section 501(¢) (2) or (3) of the Internal 
Revenue Code of 1954. 


Tax TREATIES 


The impact of section 170(c) (2), imposing the domestic use and 
organization requirements, has from time to time been moderated 
by treaty. The United States is a party to five tax treaties which 
contain provisions for reciprocal exemption of charitable and simi- 
lar organizations from income taxation,*® and two of these treaties 


47 See discussion p. 52 supra. 

48 This language is untested and may have to be changed. 

49 Australia, May 14, 1953, art. XIV, [1953] 2 U.S.T. and O.I.A. 2283, T.I.A.S. No. 
2880; Canada, Mar. 4, 1942, art. X, 56 Stat. 1402, T.S. No. 983; Supp., Aug. 8, 1956, art. 
XIII D, [1957] 2 U.S.T. and O.1.A. 1622, T.I.A.S. No. 3916; Honduras, June 25, 1956, 
art. XIV, [1957] 1 U.S.T. and O.1.A. 227, T.I.A.S. No. 3766; Japan, April 16, 1954, art. 
XV, [1955] 1 U.S.T. and O.1.A. 164, T.I.A.S, No. 3176; Supp., Mar. 23, 1957, [1957] 2 
U.S.T. and O.1.A. 1445, T.I.A.S. No. 3901; Union of South Africa, Dec. 13, 1946, art. XI, 
and Supp., July 14, 1950, [1952] 3 U.S.T. and O.1.A. 3828, T.I.A.S. No. 2510. 








56 TAX LAW REVIEW [Vol. 17: 


also deal with the deductibility of contributions made to such exempt 
organizations.” 

Actually, these treaty provisions are of little moment in the total 
tax picture. The most important is doubtless the treaty with Canada. 
If a United States taxpayer wishes to deduct a contribution to a 
Canadian charity, not only must the charity qualify for such pur- 
pose under the laws of both countries, but the deduction may not ex- 
ceed the amount which under Canadian law would be allowed against 
his income from sources in Canada." In short, there is no deduction 
allowed for gifts to Canadian charities unless the American tax- 
payer has Canadian income.” 

In 1959 the Service published the procedure for obtaining rulings 
on behalf of charities affected by the Canadian and Honduran tax 


50 Canada, note 49 supra, art. XIII D; Honduras, note 49 supra, art. XIV. 
51 Art. XIII D of the Canadian treaty, Mar. 4, 1942; Supp., Aug. 8, 1956, note 49 
supra, declares: 


*¢1, In the computation of taxable income for any taxable year under tke revenue laws 
of the United States, there shall be allowed as a deduction contributions to any organiza- 
tion created or organized under the laws of Canada (and constituting a charitable organi- 
zation for the purpose of the income tax laws of Canada) if and to the extent such 
contributions would have been deductible as a charitable contribution had such organization 
been created or organized under the laws of the United States. Provided, however, that 
such deduction shall not exceed an amount determined by applying to the taxpayer’s 
taxable income (in the ease of a corporation) or adjusted gross income (in the case of an 
individual) from sources in Canada the same percentage as is applied by Canada to income 
in determining the limitation of the deduction for gifts or contributions to charitable 
organizations of Canada. 

*¢2. In the computation of taxable income for any taxation year under the income tax 
laws of Canada, there shall be allowed as a deduction gifts to any organization created or 
organized under the laws of the United States (and constituting a charitable contribution 
for the purposes of the income tax laws of the United States) if and to the extent such 
gifts would have been allowable had such organization been a Canadian charitable organ- 
ization. Provided, however, that such deduction shall not exceed an amount determined by 
applying to the taxpayer’s income from sources in the United States upon which he is 
subject to tax in Canada the same percentage as is applied by Canada to income in 
determining the limitation of the deduction for such gifts.’’ 


52:On Feb. 17, 1961, a new Estates Tax Convention was signed with Canada, not yet 
ratified, art. III, § 2 of which declares: 


‘*Where a contracting State imposes tax by reason of a decedent being domiciled 
therein or being a citizen thereof, no distinction shall be made between organizations 
created in that State and organizations created in the other contracting State in the 
allowance of any deduction authorized by its statute for a bequest, legacy, devise, or 
transfer made for exclusively religious, charitable, scientific, literary, or educational 
purposes. ’’ 


The liberality of this language as compared with the income tax treaty is probably due 
to the absence of any domestic organization requirement in the federal estate tax provi- 
sions. See discussion p. 42 supra. The odd quirk is that until this convention is ratified, 
neither it nor the earlier 1944 convention is regarded as in effect. CCH Tax TREATIES 
7 1318 (1961). 
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treaties.** This procedure is also applicable in fulfilling the policing 
requirement of the Service to the effect that a foreign organization 
to which a domestic charity makes a contribution should in most 
situations be covered by a ruling letter.** However, where the for- 
eign organization exists elsewhere than in Honduras or Canada, the 
usual procedure contained in the Regulations should be followed.™ 


Estate Tax 


Although the domestic use and organization requirements do not 
appear in the estate tax provisions, this does not mean that testa- 
mentary gifts may freely be made to foreign charities. The policing 
problem which arises in the income tax area also exists in connection 
with the estate tax, and the Service has recently taken the stance 
that an estate seeking to deduct a gift to a foreign charity must 
affirmatively show that the foreign charity meets the tests in the 
Code. Customarily, an examining agent will insist that as a pre- 
requisite to allowing a deduction, the foreign charity must apply 
for and obtain an exemption letter.” 

A rather unusual problem recently arose which may suggest a so- 
lution in certain types of situations. An elderly American citizen 
living abroad wished to create a foundation for cultural purposes, 
to which she would make a testamentary gift of her foreign villa and 
a substantial endowment out of her American funds. In particular, 
she desired that these assets be used for the promotion of interna- 
tional understanding, and she wanted her villa preserved in its exist- 
ing condition. The difficulty was that there was excessive tax risk in 
making the desired bequest to a new foreign or domestic foundation 
without first obtaining a favorable ruling, and the age and ill health 
of the donor made it impractical to wait until a ruling was obtained. 
Investigations were made into the feasibility of making a bequest to 
the United Nations or some affiliated body such as UNESCO,” but it 


53 See Rev. Proc. 59-31, 1959-2 Cum. But. 949. 

54 See discussion p. 48 supra. 

55 Reg. Sec. 1.501(a)-1 and (¢) (3)—1 (1959). © 

56 See Quiggle and Myers, note 34 supra, at 583; Tax BAROMETER (Mar. 28, 1959). 

57 Foreign governments and international organizations are to some extent exempt from 
federal income taxation under some combination of sections 501 and 892 of the Code and 
22 U.S.C. § 288 (1958), as implemented by various Executive Orders, such as No. 9863 
(UNESCO) and No. 9887 (International Refugee Organization). See 1 P-H § 4205 (1958). 
However, this does not necessarily qualify them as the recipients of bequests under section 
2055(a) (1954). In fact, it seems clear that they cannot so qualify under section 2055 
(a) (1), but they might be able to qualify under section 2055(a) (2) or (3) if the bequest 
were so arranged that the United Nations or other donee organization became simply a 
trustee of a fund which itself met the statutory tests. 
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was impossible to do this quickly, if at all.°* The technique finally 
adopted was to make an outright testamentary gift, in a new will, 
to a large existing American foundation, coupled with precatory 
language expressing the wishes of the donor and those of the founda- 
tion. 

It was none too soon, for ten days after the new will was executed 
the donor died. As might be expected, various problems then arose 
which had to be solved, such as obtaining tax exemption in the 
foreign country. In the end, however, the wishes of the donor were 
fulfilled. 


Avuruorities Contrary TO Postrion or SERVICE 


The position taken by the Service with respect to domestic founda- 
tions which make grants to foreign schools and charities is subject 
to serious challenge so far as the requirement of domestic organiza- 
tion is concerned. Presumably, this position is based not only on the 
Service’s conception of the public policy embodied in section 170(c) 
(2)(A), but also upon some variant of the ubiquitous doctrine of 
substance versus form. 

Where a domestic foundation is just an agent or trustee for a 
particular foreign charity, or where it solicits funds on behalf of 
a foreign charity, or where its purposes are so narrow that its funds 
are in effect committed to a foreign charity, then the attitude of the 
Service is probably sound. However, where the funds of the domes- 
tic foundation are not earmarked for the foreign charity and the 
domestic charity legally and equitably has freedom of action, the 
position taken by the Service is questionable. That is, the mere fact 
that the domestic foundation contributes some, or most, or all of its 
spendable funds to one or more particular foreign charities should 
not necessarily result in gifts to the domestic foundation being held 
non-deductible, regardless of whether the domestic foundation exer- 
cises control over the ultimate use of such funds. Even if the donor 
of the funds desired them to go to the foreign charity, and even if 
the domestic foundation intended at all times to give them to the 


58 Strangely, no one in the Service or the United Nations seemed ever to have passed 
upon this problem. UNICEF, the United Nations Children’s Fund, was also considered, 
but investigation disclosed that its exempt status had been recently revoked. See 10 J. Tax- 
ATION 351 (1959). Apparently bequests to UNICEF may now be made only by using the 
U. 8. Committee for UNICEF, which is a domestic organization. Likewise considered was 
22 U.S.C. § 809 (1958), which empowers the Secretary of State to accept gifis to the 
United States for purposes connected with the foreign service whenever recommended by 
the Director General. Such gifts are expressly deductible. However, this did not seem 
pertinent to the situation of the particular donor. 
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foreign charity, a deduction should be allowable, as long as the do- 
mestic foundation in fact had the right and power to give the funds 
elsewhere. 

It may be objected that this is hair-splitting and that a taxpayer 
should not be permitted to do indirectly what he may not do directly. 
The answer, however, is that the distinction here made, although 
narrow, is along substantive lines and that similar distinctions are 
commonplace in tax law, including the area of charity. There are 
many instances where a contribution which is not deductible may be 
rendered so merely by changing the description of the donee without 
altering the ultimate destination of the funds. Thus, a gift to needy 
individuals or to a business corporation for scholarships or to allevi- 
ate poverty would not be deductible. But the same gift in trust or to 
a corporate foundation for identical purposes would satisfy the re- 
quirements of the Code.®® Even the Regulations seem to recognize 
this kind of distinction in discussing the extra ten per cent deduction 
which is allowed for contributions ‘‘to’’ but not merely ‘‘for the 
use of’’ schools, churches, and hospitals. For example, the Regula- 
tions state: * 

A contribution made to a trust, community chest, or other organization 
referred to in section 170(¢); which in turn makes the contribution available 
to a church, school, or hospital, will not qualify under the 10 percent limita- 
tion, unless such trust, community chest, or other organization acts merely as 
an agent of the taxpayer in delivering the contribution. 


As for the particular problem of domestic charities which make 
foreign grants, the focus of attention is section 170(c)(2), which 
allows a deduction for charitable contributions ‘‘to or for the use 
of’’ a domestic foundation meeting certain tests. As has been 
shown, the fact that the domestic foundation spends some or all of 
the funds abroad is not significant ; nor is the fact that some benefit 
inures to a foreign charitable organization.” 


59 See Eaton, note 16 supra, at 827 and 996; Lowndes, note 36 supra, at 403. 

60 See Cutler, Various Aspects of Contributions to Charities in PRocEEDINGS OF NEW 
York UNIveRSITy SEVENTEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1117, 1124 
(1959). Reg. See. 1.170-2(b) (3) (1958) declares: 

‘¢A gift to an educational institution through an alumni association or a class organiza- 
tion, which acts simply as a fund-raising or collection agency through which gifts may be 
made currently to the institution, is a gift to the educational organization if the entire 
gift inures to its benefit, but not if any part of it inures to the general or operating fund 
of the agency. Similarly, a gift to one or more educational institutions through an associa- 
tion of educational institutions will be considered a gift to the institutions if it inures 
entirely to their benefit.’’ 

61 Reg. Sec. 1.170-2(b) (1) (1958). 

62 See discussion pp. 41—42 supra. 

63 See notes 31, 32, and 33 supra; private ruling, p. 52 supra. 
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The Welti case, discussed earlier,™ exhibited the other side of the 
coin. The taxpayer there was unsuccessful in deducting a gift to the 
Berne Church in Switzerland even though she argued that it bene- 
fitted The Mother Church in Boston. Conversely, if her gift had been 
made to The Mother Church, any resultant benefit to the Berne 
Church would not have been ground for disallowing the deduction. 
This same proposition is implicit in the Herter case,” where deduc- 
tions were allowed for contributions to the Catholic Church in the 
United States. Examples of this kind could be marshalled in droves. 

The issue therefore is not whether a foreign charity derives any 
benefit, or, indeed, whether a foreign charity in the end receives the 
donated funds. Rather, the sole issue is whether or not the funds are 
given ‘‘to or for the use of’’ the foreign charity rather than the 
domestic foundation. If the domestic foundation acts as agent or 
solicitor for or on behalf of the foreign charity, then probably the 
funds are in effect contributed ‘‘to’’ the foreign charity, and no 
deduction should be allowable. Likewise, if the purposes of the 
domestic foundation are so narrow that its funds are in effect com- 
mitted to the foreign charity, there is a strong case for ignoring 
the separate juristic existence of the domestic foundation or deter- 
mining that it is in effect an agent or trustee, and hence disallowing 
the deduction. In the typical situation, however, the question is 
whether the particular circumstances of the gift itself are such that 
it is really ‘‘for the use of’’ the foreign charity. 

The answer seems to be that the gift is not ‘‘for the use of’’ the 
foreign charity unless it is equivalent to a gift in trust for the foreign 
charity. If the gift is not earmarked for the foreign charity and 
the domestic foundation legally and equitably has freedom of action 
with respect to the gift, 7.e., has the right and power to use the gift 
otherwise than for the foreign charity, then the gift is not in trust 
for the foreign charity, and a deduction should be allowed. In short, 
the phrase ‘‘for the use of’’ means ‘‘in trust for.”’ 

This interpretation of the phrase ‘‘for the use of’’ is supported by 
a Treasury ruling * and some recent federal cases, though none of 
them arose in this context. In Muzaffer ErSelcuk,” the taxpayer 
argued that his contribution to the University College of Mandalay 





64 Dora F. Welti, note 30 supra. 

65 Louise K. Herter, note 29 supra. 

66 In Rev. Rul. 57-562, 1957-2 Cum. Buu. 159, the Service adopted this construction in 
allowing a deduction for the present value of a charitable remainder given in trust. See also 
notes 60 and 61 supra. 

67 30 T.C. 962 (1958). 
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in Burma should be deductible as being ‘‘to or for the use of’’ the 
United States. In holding against him, the Tax Court said: ® 


The words ‘‘for the use of’’ employed in section 23(0) (1) have been held 
to convey a meaning similar to that of ‘‘in trust for.’’ John Danz, 18 T.C. 
454, 464 (1952), aff’d. 231 F.2d 673 (C.A. 9, 1955), certiorari denied 352 
US. 828. 

Conceivably the contributions here at issue may ultimately benefit the 
Government and people of the United States in some intangible way by 
helping to spread the ideals of Western democracy in the land of Burma; 
however, they were not made to or ‘‘in trust for’’ the United States or any 
political subdivision thereof. 


Conversely, in United States v. Weed,” a wealthy individual, de- 
siring to help Amherst College, established a corporate foundation 
to which he contributed $5,000. The corporate charter stated that 
‘no part of its income or property shall inure to the private benefit 
of any ... individual or corporation other than Amherst College.’’ 
The Government argued that the contribution was deductible only 
if made ‘‘to’’ an organization which met the tests of section 23(0) (2) 
of the 1939 Code, and that the foundation did not meet those tests. 
The taxpayer, on the other hand, relied on the statutory phrase 
‘‘for the use of’’ and argued that the foundation admittedly was 
organized and operated for the use of Amherst College. Agreeing 
with the taxpayer, the Court allowed the deduction. 

Of similar import are John Danz™ and H. H. Bowman.” In the 
Danz case, contributions to a non-exempt trust were deductible 
where the donor exercised his reserved right to designate the chari- 
table organizations which should receive the trust distributions. 
The contributions were regarded as ‘‘for the use of,’’ 4.e., in trust 
for, the charities. 

Also not to be overlooked are a sprinkling of state cases indicating 
that trust-like language in a gift to charity does not adversely affect 
the exemption from tax of the donated property.” Sometimes this 
result is founded upon the bald proposition that the tax exemption 
of a local charity automatically embraces any property which it 


68 Id, at 965. 

69 §4-1 U.S.T.C. J 9414 (E.D. Mo. 1954). 

7018 T.C, 454, 464 (1952), aff’d, 231 F.2d 673 (9th Cir. 1959), cert. denied, 352 U.S. 828 
(1956) ; cf. John Danz Charitable Trust, 32 T.C. 469 (1959), aff’d, 284 F.2d 726 (9th 
Cir. 1960). 

7116 B.T.A. 1157 (1929). 

72 Not considered here are cases finding the language to be merely precatory or in the 
nature of a condition rather than imposing a trust. 
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holds, even if in trust.™* At other times it is buttressed with the in- 
genious ‘‘merger’’ theory to the effect that where a gift to a local 
charitable corporation is subject to expressions of purpose which 
coincide in part with the corporate purposes, no trust is created, and 
the donated property is, therefore, deemed to be owned, legally and 
equitably, by the local charity.** Regardless of the rationale, these 
cases are probably unreliable authority. They arise mainly with 
reference to property taxation, and none of them seems to involve 
gifts tinged with a foreign or out-of-state purpose. 


Srummar ReQuirEMENTS oF State Tax Laws 


Considering the provincial proclivities of most state legislatures, 
it is not surprising to find many state court decisions dealing with 
the question whether out-of-state charities or charities having out- 
of-state activities are exempt under various types of state tax laws. 
An exhaustive discussion of this topic would not be appropriate 


73 Ops. ATT’y GEN. 447 (Mich. 1915) involved money donated to a college to establish 
a scholarship fund ‘‘for the purpose of aiding indigent students by loans.’’ The college 
was exempt from property taxation as a locally incorporated educational institution. Rul- 
ing that the scholarship fund was likewise exempt, the Michigan Attorney General stated: 
‘¢. ,. the one thousand dollar fund is the personal property of the Michigan College of 
Mines, which is an educational and scientific institution, and such fund is therefore 
exempt from taxation. ...’’ 

74In Connecticut Junior Republic Ass’n, Inc. v. Town, 119 Conn. 106, 174 Atl. 304 
(1934), a state property tax statute exempted the real and personal property ‘‘of... 
a Connecticut corporation organized exclusively for ... charitable purposes.’’ Certain 
property had been devised to a New York corporation with a precatory provision that it 
be used as a children’s home. Thereafter the New York corporation caused a Connecticut 
corporation to be organized for the construction and operation of ‘‘a school and boarding 
home ... according to the system of juvenile self government originated by William R. 
George.’’ Several years later the New York corporation deeded the property to the 
Connecticut corporation ‘‘in trust, as long as it may obey the purposes expressed in 
... the will... and as long as... [the grantee] shall continue its existence for the uses and 
purposes as outlined in the preamble of the constitution of the National Association of 
Junior Republics.’’? Holding that this was nonetheless property ‘‘of’’ the Connecticut 
corporation, as to which it was exempt, the Court stated: 

‘*The specific claim of the defendant is that, by reason of the right of reverter to the 
New York corporation, grantor, upon failure of the plaintiff-grantee to comply with the 
conditions of the deed, the plaintiff’s title is insufficient to qualify it for tax exemption 
under the statute. While the expression ‘in trust’ is included in the deed, the use of those 
words ‘is by no means conclusive of [an] intention to create a trust, nor did it of neces- 
sity operate to create one.’ Birge v. Eucomb, 93 Conn. 69, 74, 105 A. 335, 337. The intent 
of the grantor obviously was to convey the property to the plaintiff for use by it in carrying 
out the objects of the corporation, and for that purpose to unite both the legal and 
equitable title in the grantee, rather than to make a conveyance strictly in trust.’’ Id. at 
114, 174 Atl. at 308. Accord, Lyme High School Ass’n v. Alling, 113 Conn. 200, 154 Atl. 439 
(1931) ; Dwyer v. Leonard, 100 Conn, 513, 124 Atl. 28 (1924) ; Pierce v. Phelps, 75 Conn. 
83, 52 Atl. 612 (1902) ; In re Smith’s Estate, 144 Ore. 561, 25 P.2d 924 (1933) (bequest 
to church for benefit of Christian Science Monitor). 
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here, but a brief mention of certain highlights and trends may be 
helpful. 

State laws conferring tax exemption on charities differ almost as 
widely as the states which enact them. In some states exemption is 
limited to incorporated bodies; ™ in others it is available only to 
institutions which are organized under the laws of the state."* In 
some, it is even restricted to situations where the charity conducts 
local activities or where the property is limited for use within the 
state.” These types of restrictions, far from being mutually exclu- 
sive, are frequently combined.” 

In interpreting these statutes, courts have exhibited a wide diver- 
gence in attitude.” It is said that the courts have been more liberal 
than the legislatures.*® Nevertheless, in states where the statute con- 
tains no express limitation as to either local incorporation or local 
benefit, courts have often imposed one.*! Significantly, the limitation 
imposed is almost alwaj’s one of local incorporation ; ** aud no case 
has been found imposing a requirement as to local benefit or activity 
where the legislature had already selected the other requirement of 
local incorporation.** 


75 See PINKERTON AND MILLSAPS, INHERITANCE AND EstTaTE Taxes § 213 (1926) ; 
Annot., 95 A.L.R. 62, 79 (1935) ; 4°CCH Inu., Est. & Grrr Tax ReEp., TREATIES J 1310E 
(1958). 

76 KIDDER, STATE INHERITANCE TAXATION 425 (1934) ; GLEASON AND OTIS, INHERITANCE 
TAXATION 484 (4th ed. 1925); 4 CCH Inu., Est. & Girt Tax Rep. 81,029 (1960) ; Com- 
ment, 27 Iowa L. Rev. 155, 156 (1941) ; e.g., 6 Micu. Stat. ANN. §§ 7.7, 7.9 (rev. ed. 1960) 
(exempting local charitable corporations from the property tax); 6 Micu. Stat. ANN. 
§ 7.561 (rev. ed. 1960) (exempting from the inheritance tax transfers to corporations 
exempt from the property tax) ; note 22 supra. 

77 See PINKERTON AND MILLSAPS, op. cit. supra note 75, § 214; 28 Am. Jur., Inh., Est. ¢ 
Gift Taxes § 327 (1959); 4 CCH, supra note 75, J 1310F; 4 CCH 81,029; Comment, 27 
Iowa L. Rev. 155, 156 (1941) (annotation) ; ¢.g., 3 IbAHo CopE § 14-408 (Supp. 1959) 
(requiring either that the donee institution ‘‘be organized or existing under the laws of 
this state or that the property transferred be limited for use within this state’’). A Mich- 
igan statute exempting hospitals from property taxation used to contain a local use 
requirement, as illustrated in Michigan Sanitarium & Benevolent Ass’n v. City, 138 Mich. 
676 (1904). However, this requirement was deleted when the statute was later amended. 
See 15 Mion. Star. ANN. § 21.158 (1937). 

78 See notes 65, 66, and 67. 

79 See Note, 76 U. Pa. L. Rev. 989 (1928). 

80 See Alford, note 4 supra, at 506. 

81 See notes 75 through 80 supra; cf. Balch v. Attorney General, 174 Mass. 144, 54 N.E. 
490 (1899). Conceivably, this might happen in Michigan, where the statute has not yet been 
judicially interpreted. 

82 Cf, Annot., 34 A.L.R. 634, 681 (1925), suppiemented in Annot., 62 A.L.R. 328 (1929), 
and 108 A.L.R. 284 (1937). 

83 It is an article of faith with most writers on charity that local incorporation is suffi- 
cient to fulfill the statutory requirements of almost every state. Cf. ANDREWS, PHILAN- 
THROPIC GIVING 239 (1950) ; Rosinson, Savine Taxes IN DRAFTING WILLS AND TRUSTS 
26 (1930) ; note 36 supra. 
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The justifications offered for restrictions as to local incorporation 
or local activity are essentially twofold. It is said, on the one hand, 
that tax exemptions should be extended only to those institutions 
over which the state has the power of visitation and control.™ It is 
also remarked that one of the reasons for tax exemptions is the local 
benefit conferred, thereby relieving the state of a part of its burden.* 
A more generous theory is that the state should encourage not only 
functions which ease its burden, but also ‘‘all activities devoted to 
humanitarian goals.’’ ** 

Whatever the true rationale, certainly the narrow theory of local- 
benefit or state-burden will not stand much scrutiny. Though many 
cases pay lip service to it, they almost universally hold, like the 
legislatures, that local incorporation alone is sufficient, regardless 
of the place of activity. Also, the state and federal exemptions which 
are accorded to such great benevolent bodies as the Ford Founda- 
tion and the Rockefeller Foundation, as well as churches, can 
scarcely be explained on grounds of local benefit. Indeed, under the 
federal and state constitutions requiring separation of church and 
state, it is hard to argue that private funds devoted to religious 
purposes are relieving the state of any governmental burden.*® 

The local-benefit or state-burden theory is more meaningful when 
applied to a property tax than when applied, for example, to an 
inheritance tax. This is due not only to the ‘‘local’’ nature of a 
property tax, but also to the fact that a property tax is essentially 
a revenue measure, while an inheritance tax is mainly an instrument 
of social policy. However, exemptions in estate and inheritance tax 
laws tend to be expressed with more clarity, and therefore there is 
usually less latitude for judicial construction.*® 

The modern trend as to all types of taxes is clearly toward liberal- 
ity. Many states have lately repealed, or somehow ameliorated the 
effect of, their restrictions as to local organization or benefit.® Al- 


84 See, e.g., In the Matter of the Estate of Prime, 136 N.Y. 347, 360, 32 N.E. 1091, 1095 
(1893) (questionable record in Shepard’s Citations) ; In re Thomas’ Estate, 185 Wash. 
113, 118, 53 P.2d 305, 307 (1936). 

85 See Eaton, note 16 supra, at 1048; Eaton, note 17 supra, at 4; Comment, 27 Iowa L. 
Rev. 155, 156 (1941). 

86 See Note, 64 Harv. L. Rev. 288 (1950); People ex rel. Near East Foundation v. 
Boyland, 201 Mise. 855, 106 N.Y.8.2d 736 (Sup. Ct. 1951). 

87 F.g., In re Rockefeller’s Estate, 177 App. Div. 786, 165 N.Y. Supp. 154 (1st Dep’t 
1917), aff’d, 223 N.Y. 563, 119 N.E. 1074 (1918). 

88 See NATIONAL INDUSTRIAL CONFERENCE BoarD, INc., STATE AND LOCAL TAXATION OF 
PROPERTY 32 (1930) ; Note, 21 U. Pirt. L. REv. 656, 665 (1960). ; 

89 See Alford, note 4 supra, at 508. 

90 4 CCH, note 75 supra, J 1310F. 
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most half the states have adopted reciprocity laws,’ which are the 
state counterpart of federal tax treaties. As for the courts, though 
their freedom is sometimes inhibited by statutory language or by 
the doctrine of stare decisis, many of their decisions are markedly 
liberal, especially those of recent vintage.*” 


No Locat RequirREMENT 


A typical ‘‘liberal’’ case involving a statute not containing any 
express local requirement is People ex rel. Near East Foundation v. 
Boyland.®* The Foundation was a New York membership corpora- 
tion for missionary purposes, and it claimed exemption from prop- 
erty taxes under a statute which exempted the property ‘‘of a corpo- 
ration ... organized exclusively for missionary’’ and other philan- 
thropic purposes, ‘‘and used exclusively for carrying out thereupon 
one or more of such purposes.’’ Against the contention that the cor- 
poration was not exempt because the beneficiaries were mostly non- 
residents and the activities were not confined to New York, the Court 
retorted: * 


The above cases show conclusively the modern trend of thought. They 
indicate that the taxing authorities are not permitted to read into the 
statute exempting a non-profit “‘charitable corporation’? their version of who 
are to be the objects of its bounty or where its bounty is to be dispensed. 
... In this changing world we are realizing more and more that charity is 
not provincial and that we help ourselves directly and indirectly by helping 
mankind everywhere. Non-residents are our yesterday’s and tomorrow’s im- 
migrants and our yesterday’s and tomorrow’s allies. . . . The effect of such 
a narrow view upon our privately supported religious missionary societies of 
all denominations or upon such worldwide organizations as the Red Cross 
would be catastrophic, as well as heartless. Thousands of citizens of our State 
today owe their lives and their economy to medical and scientific experiments 
conducted by charitable men and organizations operating in every corner of 
our globe. Typhus and malaria killed thousands of our citizens until brave 
men died in finding the answer abroad. Charity knows no boundaries or 
classes. It would not be true charity if it did. 


There are other cases where the court has held that local incor- 


91 Ibid; see Comment, 27 Iowa L. Rev. 155, 157 (1941); eg., 6 Mic. Stat, ANN. 
§ 7.561 (rev. ed. 1960). 

92 See Alford, note 4 supra, at 506; Comment, 27 Iowa L. Rev. 155, 157 (1941) ; cases 
hereinafter cited. 

93 201 Misc. 855, 106 N.Y.S.2d 736 (Sup. Ct. 1951). 

94 People ex rel. Near East Foundation v. Boyland, 201 Misc. 855, 858, 106 N.Y.S.2d 
736, 740 (Sup. Ct. 1951). Similarly, in West Indies Mission Appeal, 387 Pa. 534, 550, 128 
A.2d 773, 781 (1957), the Court said: ‘‘Charity begins at home but it does not end there. 
Benevolence knows no geographical boundary .and the Legislature of Pennsylvania has 
imposed none.’’ 
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poration rendered local activity unnecessary * or where the court 
has found neither to be necessary.®** For example, in Fiske’s Estate 
the California court held a bequest to Princeton University exempi, 
despite Princeton’s distance from California. 


Domestic Activiry REQUIREMENT 


Where the state law requires some local activity or benefit, a 
reasonable quantum is usually enough.” Thus, in Tax Commissioner 
v. American Humane Education Society,” there was an Ohio inher- 
itance tax law which exempted gifts ‘‘to or for the use of an institu- 
tion for purposes only of public charity, carried on in whole or in 
substantial part within this state.’’ A bequest was made to the 
Humane Society which was incorporated in Massachusetts. Finding 
that one forty-eighth of the expenditures of the Society were made 
in Ohio, the Court held that this constituted a ‘‘substantial part’’ 
within the meaning of the act. 


REQUIREMENT OF LocaL INCORPORATION 


The most analogous cases are those arising under statutes which 
require local incorporation but not local activity. For example, 


95 Cf. In re Lyon’s Estate, 144 App. Div. 104, 128 N.Y. Supp. 1004 (1st Dep’t 1911) 
(charity incorporated in three states); People v. First National Bank, 364 Ill. 262, 4 
N.E.2d 378 (1936) (domestic charitable trust). 

96 #.g., Commissioners v. Pemsel, [1891] A. C. (Eng.) 531; Smith v. Hapai, 26 Hawaii 
691 (1923); Sage’s Ex’rs v. Commonwealth, 196 Ky. 257, 244 S.W. 779 (1922); In re 
Frain, 141 La. 932, 75 So. 847 (1917) ; First National Bank v. State Tax Commission, 210 
Miss. 590, 49 S.2d 410 (1950), aff’d, 50 S.2d 146 (Miss. 1951); In re McKee’s Estate, 
71 N.D. 545, 3 N.W.2d 797 (1942); In re Lynch’s Estate, 72 N.D. 48, 4 N.W.2d 591 
(1942); State v. Johnston, 65 N.J.L. 169, 46 Atl. 776 (1900); In re Hackett’s Estate, 
133 Misc. 768, 234 N. Y. Supp. 299 (Surr. Ct. 1929) ; President and Fellows of Harvard 
College v. State, 106 Ohio St. 303, 140 N.E. 189 (1922); In re Union Trust Co., 326 Pa. 
251, 191 Atl. 658 (1937); In re Mayne’s Estate, 118 Wash. 644, 204 Pac. 596 (1922) ; 
accord, Brewer v. American Missionary Ass’n, 124 Ga. 490, 52 S.E. 804 (1905) ; Denville 
Tp. v. St. Francis Sanitarium, 89 N.J.L. 293, 98 Atl. 254 (1916); State v. Brakeley, 67 
N.J.L. 176, 50 Atl. 589 (1901). The last three cases involved non-resident corporations 
owning local real estate. 

97 In re Fiske’s Estate, 178 Cal. 116, 172 Pac. 390 (1918). 

98 #.g., Shaughnessy v. Linguistic Society, 198 Md. 446, 84 A.2d 68 (1951). This case 
prompted the Attorney General of Maryland to rule that gifts to the following donees were 
exempt: Southern Baptist Convention, a Georgia corporation spending 9.8 per cent of its 
budget in Maryland; Lutheran Laymen’s League, a Missouri corporation with less than 
one per cent of its members and chapters in Maryland; and Board of National Missions 
of the Presbyterian Church, a New York corporation spending 1-1/2 per cent of its budget 
in Maryland, 37 Ops. AtT’y GEN. 358 (Md. Jan. 17, 1952), 2 CCH Inu., Est. & Girt Tax 
Rep. (Md.) 7 1310.09 (1959). 

99 42 Ohio App. 4, 181 N.E. 557 (1931). 
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Balch v. Attorney General * involved a Massachusetts transfer tax 
which exempted bequests ‘‘to or for charitable . . . institutions, the 
property of which is exempt by law from taxation’’ and which had 
previously been construed as exempting only domestic corporations. 
A decedent had made an inter vivos transfer providing for various 
annuities and appointing the remainder at her death to charitable 
purposes. A certain board was given the power to designate the 
charitable purposes, including the right to direct payments to exist- 
ing institutions or to organize a new institution. After the decedent’s 
death, the board accordingly organized itself into a corporation 
and directed that the funds be paid over to the corporation to be 
held for charitable purposes. After receiving the funds, the corpo- 
ration made payments to other charitable organizations, many of 
which were located outside the state. 

The Court said that the situation was exactly the same as if the 
corporation had been specifically named as donee. The attorney 
general had contended that the corporation was merely a conduit 
and that the transfer tax was applicable in so far as gifts had been 
made to foreign institutions. Holding to the contrary, the Court 
said : 22 


The question, then, is whether the Randall Corporation is a charitable 
institution, within Pub. St. ¢. 11, § 5, cl. 3, which exempts charitable institu- 
tions from taxation. The contention of the attorney general is that the board 
of managers, in appointing the fund to the corporation, appointed it merely 
as a trustee or conduit, upon uses to be declared by the board, and that the 
purpose of organizing the corporation was to evade the law. We find nothing 
in the facts of the case or in the evidence to warrant this contention. . . . The 
use which a Massachusetts charitable corporation may make of any part of 
its funds, so long as it does not violate the terms of the instrument under 
which it has received it, cannot render such use illegal, or subject it to taxa- 
tion, if the use is a charitable one. ... We know of no policy of this common- 
wealth which obliges a charitable institution organized here to limit its field 
of usefulness, under penalty of taxation, to this commonwealth. Large sums 
of money are given every year by will to charitable and religious institutions 
organized under the laws of this state for foreign and domestic missions, and 
the latter term is not confined to missions in Massachusetts. 


The Balch case was later distinguished in Pierce v. Stevens,’ 
which illustrates the difference between an outright gift to a corpo- 
ration and a gift in trust. In the Pierce case, the testator left the 


100 174 Mass. 144, 54 N.E. 490 (1899). 

101 Balch v. Attorney General, 174 Mass. 144, 148, 54 N.E. 490, 492 (1899); accord, 
Parkhurst v. Burrill, 228 Mass. 196, 117 N.E. 39 fesuaahe (bequest to locally incorporated 
World Peace Foundation). 

102 205 Mass. 219, 91 N.E. 319 (1910). 
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residue of his estate in trust for foreign charities but gave his 
trustees no power of appointment, such as Mrs. Balch had given to 
her board. The trustees thereafter caused a local corporation to be 
formed for the purpose of carrying out the terms of the trust. Hold- 
ing that the bequest was not ‘‘to or for the use of charitable... 
institutions’’ incorporated under Massachusetts law, and hence not 
exempt, the Court stated : 7° 


... It is contended by the corporation that it is a charitable and educational 
institution whose property is by law exempt from taxation, and that therefore 
no tax ean be collected upon the property that passed to it from the trustees 
under the will. If the corporation had been in existence when the will took 
effect, and if the will had passed the property from the testator’s estate 
directly to it, there would be strong ground for its contention. 


A more liberal approach is found in In re Irwin’s Estate ** which 
involved a California statute exempting transfers (1) to any chari- 
table institution or association, etc., provided that it ‘‘be organized 
or existing under the laws of this state,’’ or (2) to any institution or 
association, etc. ‘‘in trust for or to be devoted to any charitable 
... purpose..., provided... that the property transferred be limited 
for use within this state.’’ The decedent bequeathed property to 
trustees to use for philanthropic purposes in California and the 
Hawaiian Islands, declaring that the fund thus established should 
be known as the William G. Irwin Charity Foundation. Since the 
Foundation obviously did not qualify under clause (2) above, the 
Court considered only the question whether it conformed with clause 
(1). It readily determined that the Foundation qualified as an ‘‘asso- 
ciation’’; but the dissent pointed out that it was not a then-existing 
association. Nevertheless, the majority held that the transfer was 
within the meaning of clause (1) above, and since it was made to a 
California association, it was exempt regardless of where the funds 
were expended. It is significant that the transfer was made expressly 
in trust to local trustees for partial expenditure elsewhere. It was 
not simply an outright gift to a local foundation which thereafter 
happened to spend its funds outside the state. The foundation was 
actually a conduit in the purest sense. 

In the foregoing cases, one can detect a judicial dislike for the 
narrow-minded requirement of local incorporation and perhaps a 


103 Pierce v. Stevens, 205 Mass. 219, 221, 91 N.E. 319, 320 (1910); cf. MacGregor v. 
Comm., 327 Mass. 484, 99 N.E.2d 468 (1951); and Old Colony Trust Co. v. Comm., 331 
Mass. 329, 119 N.E.2d 175 (1954) (refusing to exempt bequests to unincorporated charita- 
ble societies, ¢.g., Masonic lodges, whose activities were not confined to Massachusetts). 

104 196 Cal. 366, 237 Pac. 1074 (1925). 
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slight ‘‘stretching’’ in order to sustain the exemption.” This is not 
said in derogation of the decisions but rather in commendation of 
the courts’ liberality. 


Tractors For Cuspa 


The controversial Tractors for Freedom Committee was a 
recent bizarre illustration of a charity designed to make grants 
abroad, and it dramatized the nexus which often exists between the 
foreign activities of a domestic charity and the foreign policy of the 
United States. 

It is no secret that when Premier Castro made his cynical and 
possibly facetious offer to exchange 1,200 prisoners for 500 tractors, 
President Kennedy wished to respond but without direct govern- 
mental involvement. According to the newspapers, he prevailed 
upon a group of prominent Americans to form the Committee as 
a bipartisan organization which could negotiate privately with Cas- 
tro. Although no formal ruling was ever issued by the Service, the 
Committee promptly announced that contributions to the Commit- 
. tee would be tax deductible,’” and letters by the tens of thousands, 
presumably containing contributions, poured into a Detroit post 
office box which was set aside for the Committee.*” 


105 An exemption limited to churches has been stretched to cover an incorporated 
missionary board which represented a church in foreign missionary work. State v. Board 
of Foreign Missions, 221 Minn. 536, 22 N.W.2d 642 (1946). State inheritance tax statutes 
exempting gifts to domestic corporations have been held to embrace even the American 
Red Cross, a federal corporation conducting activities in all states. Osborn v. Oklahoma 
Tax Commission, 279 P.2d 1096 (Okla. 1954) ; Ops. Art’y GEN. (La. Apr. 20, 1943; Nov. 
23, 1949), cited in 1 CCH Inu., Est. & Grrr Tax Rep. (La.) J 1310.202 (1960). Also quite 
liberal are cases sustaining exemption by giving retroactive effect to corrective court action 
as if the testator had so provided in his will. #.g., Estate of Barter, 30 Cal. 2d 549, 184 
P.2d 305 (1947) (domestic trust appointed in place of British government); Halff 
Foundation v. Calvert, 281 S.W.2d 178 (Tex. Civ. App. 1955) (charitable power of 
appointment limited to local charities). But cf. Presbyterian Church v. Sheppard, 198 
S.W.2d 282 (Tex. Civ. App. 1946). 

106 In addition to the other references in the footnotes under this topic, see TIME, May 26, 
1961, p. 30, col. 3; id. June 9, 1961, p. 15, col. 1; id. June 23, 1961, p. 10, col. 1; U. 8. NEws 
& WorLD REPoRT, June 12, 1961, p. 63, col. 2; see generally, N.Y. Times from May 18, 1961 
to July 6, 1961. 

107 Senator Morse was quoted as saying: ‘‘The American people are entitled to know 
whether ... [the Tractor Committee] does have clearance, and if it does, let’s openly say 
that this is part of the foreign policy of the United States and that this committee is 
acting as an agency of the Department of State.’’ N.Y. Times, May 24, 1961, p. 14, col. 5; 
cf. U.S. News & WorLp Report, June 5, 1961, p. 63, col. 2. 

108 TIME, June 2, 1961, p. 13, col. 3; U.S. News & Worup Report, June 5, 1961, p. 61, 
col. 2 and p. 63, col. 1; id. June 12, 1961, p. 4, col. 1; N.Y. Times, May 23, 1961, p. 2, col. 3; 
id. May 24, 1961, p. 14, col. 4; id. May 25, 1961, p. 10, col. 3. 

109 Not all of the contributions went directly to the Committee. Some went to individual 
members, such as Eleanor Roosevelt and Walter P. Reuther; and separate groups were 
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Assuming that the announcement as to tax deductibility had some 
official blessing, the manner in which the Committee was formed is 
intriguing and perhaps instructive. The articles of incorporation, 
which were filed in the District of Columbia by three nominees,” 
made no mention whatsoever of Cuba or even of prisoners. The only 
reference to tractors was in the corporate name, which was Tractors 
for Freedom Committee. There was none of the usual ‘‘ boiler plate’’ 
negating improper activities and so forth, and the corporation’s 
purposes were stated as being ‘‘exclusively charitable and educa- 
tional and no other,’’ including assistance to ‘‘needy or distressed 
refugees.’’ Except to the extent that the by-laws or ruling applica- 
tion may have disclosed the specific objectives of the Committee, the 
Service was ostensibly in a position to assert that it had no official 
notice of any interition to obtain the release of Cuban prisoners. An 
interesting and forever unanswered question is whether under such 
circumstances the Service could have disavowed its expected ruling? 

Among the numerous criticisms aimed at the Committee was the 
assertion that it violated the Logan Act, forbidding unauthorized 
correspondence or intercourse with a foreign government.’ This 
seems far-fetched, but since the statutory test is whether the inter- 
course was ‘‘authorized,’’ the charge may have been politically 
embarrassing. 

More understandable was the storm of Congressional protest re- 
garding the tax treatment which it was anticipated would be ac- 
corded the Committee."* Though section 170(c) of the Code does 
not include gifts to a foreign government as within the definition of 
a ‘‘charitable contribution,’’ much of the money sent to the Commit- 


formed to raise money in this country and in South America. T1mz, June 2, 1961, p. 28, 
col. 3; N.Y. Times, May 21, 1961, § 1, p. 10, col. 1; id. May 24, 1961, p. 14, col. 5; id. 
May 25, 1961, p. 10, col. 7; id. May 26, 1961, p. 5, col. 1; id. May 27, 1961, p. 4, col. 3; id. 
May 28, 1961, § 1, p. 3, col. 4 and p. 38, col. 8; id. May 31, 1961, p. 3, col. 2; id. June 1, 
1961, p. 15, col. 8. Cardinal Spellman sent $5,000 to Dr. Cardona, head of the Cuban 
Revolutionary Council. N.Y. Times, May 2°, 1961, p. 11, col. 3. 

110 Though the articles were not signed and filed until May 25, 1961, Walter P. Reuther, 
Mrs. Franklin D. Roosevelt and Dr. Milton S. Eisenhower sent their original telegram to 
Castro, offering to raise the necessary funds, on May 20, 1961. N.Y. Times, May 21, 1961, 
§ 1, p. 1, col. 6. 

11118 U.S.C. § 953 (1948). Though this issue was raised in Congress (N.Y. Times, 
May 26, 1961, p. 5, col. 1; id. May 27, 1961, p. 4, col. 4; U.S. News & Wortp Report, 
June 5, 1961, p. 62, col. 2), the State Department and White House were apparently not 
perturbed. N.Y. Times, May 21, 1961, § 1, p. 10, col. 1; id. May 23, 1961, p. 2, col. 3; id. 
May 24, 1961, p. 14, col. 4; id. May 25, 1961, p. 10, col. 3; U.S. News & Wortp Report, 
June 5, 1961, p. 61, col. 2. 

112 TIME, June 2, 1961, p. 13, col. 3; U.S, News & Wortp Report, June 5, 1961, p. 61, 
col. 2 and p. 63, cols. 2 and 3; N.Y. Times, May 25, 1961, p. 10, col. 3; id. May 26, 1961, 
p. 5, col. 1; id. May 27, 1961, p. 4, col. 3; id. May 30, 1961, p. 4, col. 4. 
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tee was doubtless earmarked for Cuba." Since this money was to 
be used to obtain the release of prisoners and not simply contributed 
to the Cuban government, the Committee was not really a conduit. 
But it was certainly an extreme example of an organization estab- 
lished to make foreign grants and nonetheless expected to be quali- 
fied as a recipient of deductible contributions under section 170(c). 

Apart from this foreign aspect, it is instructive that the assistance 
to refugees would be so readily accepted by the Government as a 
charitable purpose. The closest precedent known to this writer is the 
International Rescue Committee, Inc., which lists as its first pur- 
pose: ‘‘To assist, resettle and rehabilitate victims of totalitarian 
oppression and persecution. ...’’ However, the President stated that 
‘‘tax exemption is granted as a matter of course to any ‘charitable’ 
organizations engaged in the rehabilitation and assistance of needy 
refugees.’ 1* 

Another unique feature was the Service’s apparent willingness to 
waive the standard requirement of one year of active operation 
before granting a favorable ruling. The only exception to this re- 
_ quirement pertains to ‘‘community or public’’ organizations, one 
of their characteristics being public representation on the board of 
trustees." So far as is known, the trustees of the Committee, al- 
though eminent, were a very small group. Perhaps this circumstance 
may be taken as indicating that an organization may be regarded as 
‘¢nublic,’’ even though there is no public representation on the board 
of trustees in the usual sense. 

When the Committee’s negotiations with Castro broke down, it 
promptly terminated its corporate existence and arranged with the 
United States Post Office to return unopened the thousands of let- 
ters which had been held for it. Despite rumors to the contrary, the 
Committee saw to it that the Post Office was reimbursed for postage 
and other special expenses. The Committee said its farewells in a 
press release, as follows: *° 


Since we could not conclude an agreement with Doctor Castro, those who 
have contributed to this cause are entitled to a return of their total contribu- 
tions sent to the Post Office Box Freedom, Detroit. The only practical method 
is to have the Post Office return them unopened. It would be unnecessarily 


118 This cannot be proved, since the letters containing contributions were returned 
unopened when the Committee went out of existence. 

114 U.S. News & Wortp Report, June 5, 1961, p. 61, col. 2; N.Y. Times, May 25, 1961, 
p- 10, col. 3. 

115 Reg. Sec. 601.201(k) (1955). 

116 Press release, July 8, 1961. Unclaimed funds from the dead letter office might 
ultimately yield a small profit to the United States. Timz, July 28, 1961, p. 14, col. 1. 
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complicated and costly to reply to each donor individually when returning 
their contributions. .. . 

We want to express our warmest gratitude to those who sent in contribu- 
tions and our deep and sincere regret that the position of Premier Fidel 
Castro made our purposes impossible of realization. .. . 

The United States Post Office has assured us that all letters with return 
addresses will be sent directly to the senders. Each returned envelope will 
have this message imprinted on it—‘‘ At the request of the Tractors for Free- 
dom Committee, this mail is being returned with sincere appreciation for 
your interest and with regret its purpose could not be consummated.’’ 

Those with no return address will go to the Post Office Dead Letter Office. 
After due time, they will be opened and returned if there is any indication 
in the contents as to the identity and address of the sender. Where such 
identity is lacking, any cash contributions contained will go to the United 
States Treasury. 


Thus, as strangely as it first emerged, the Committee disap- 
peared, leaving in its wake a host of raised eyebrows. Time called it 
‘* ood riddance for a very poor idea.’’ 127 


ConcLusIon 


Provisions denying tax benefits to foreign charities seem to have 
a special fascination for lawmakers at both the state and national 
levels; there is a tendency to preserve them, like interesting relics, 
long past the day when they serve a useful purpose. Section 170 
(c) (2) of the Code, which imposes the requirements of domestic use 
and domestic organization, is descended from revenue laws which 
were enacted in the 1930s."* Most state statutes of this genre are 
even older, and their existence may have influenced Congress in 
originally adopting the federal requirements. 

Since the tide of events has gradually been eroding such state 
restrictions at the state level," it might be expected that the same 
trend would develop with respect to the federal provisions. Instead, 
the exact opposite has occurred; the Revenue Service has lately 
taken steps to tighten its enforcement of section 170(c)(2) rather 
than to liberalize it.’?° The most important question is not whether 
this attitude of the Service is justified by the federal statute, which 
is doubtful,’ but whether the statute is wise in the first place. 

In practice, the requirements in section 170(c) (2) have given rise 


117 June 30, 1961, p. 11, col. 1. 
118 See discussion p. 43 supra. 
119 See discussion p. 64 supra. 
120 See discussion p. 47 supra. 
121 See discussion p. 58 supra. 
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to results which are at worst inequitable and at best implausible.’ 
Also, from the standpoint of draftsmanship, these requirements 
stand as statutory oddities.!** In particular, it seems illogical to 
exempt a foreign charity under section 501(c) (3) and prescribe that 
gifts to it shall be deductible for gift and estate tax purposes, but 
nevertheless disallow contributions to it for income tax purposes. 

Consistency of draftsmanship could be achieved by tightening the 
Code rather than liberalizing it. The requirement of domestic use 
could be tightened by making it applicable to non-corporate donors 
as well as corporations and by including corporations within the 
list of specified donees. The same requirement might even be in- 
serted in the exemption and gift and estate tax provisions. Like- 
wise, the requirement of domestic organization could be inserted 
in some or all of the relevant sections where it does not now appear. 
Changes of this kind, however, would serve only to aggravate the 
existing situation by making more onerous the rules governing 
charitable contributions which are ultimately used abroad. 

To go to the other extreme is a more appealing solution. The re- 

quirement of domestic use might be deleted entirely. As for the 
requirement of domestic organization, Congress might either delete 
it or extensively revise it. For example, section 170(c)(2) could be 
amended so as to make clear that as far as that section is concerned 
a domestic charity may use its funds (a) in foreign countries, with- 
out restriction, if it has freedom of action with respect to the use 
of such funds; and (b) for the benefit of a foreign organization if 
the domestic charity controls or supervises the use and expenditure 
of such funds or retains the power so to do. 

This approach, however, is probably too simple. For instance, in 
making legislative revisions of this kind, due weight should be given 
to the enforcement problems of the Service. Lack of effective super- 
vision over charitable funds expended abroad would not only en- 
courage abuses but might in effect place foreign philanthropic activ- 
ities in a preferred position as compared with domestic activities. 
On the other hand, the imposition of too strict requirements could 
unduly increase the burden borne by all charities, both foreign and 
domestic. Another factor in the over-all picture is the exemption 
from reporting requirements currently enjoyed by churches, schools, 
and certain other organizations. Hence, in drafting corrective legis- 
lation, cognizance must be taken of any relevant recommendations 


122 See discussion pp. 45 and 53 supra. 
128 See discussion pp. 42-43 and 44-46 supra. — 
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of the Service dealing with reporting requirements or the burden of 
proof. 

Difficulties which are far more imponderable grow out of the rela- 
tionship between private philanthropy abroad and the official for- 
eign policy of the United States. This relationship has been drama- 
tized in recent years by such organizations as CARH, the Ford 
Foundation, the Jewish charities assisting Israel, and the Tractors 
for Freedom Committee. Private philanthropic activities have the 
potentiality not only for good but also for harm. Certainly the sub- 
sidy conferred by our tax laws in favor of charitable giving cannot 
be a carte blanche so far as foreign charitable programs are con- 
cerned. Perhaps one way or another foreign philanthropic activities 
should have the blessing of the State Department as well as the 
Internal Revenue Service, or the State Department should have 
some kind of veto, or the charities provisions of the Code should be 
limited by a restriction on activities which are counter to our foreign 
policy. 

Yet none of these ramifications—neither the policing problems of 
the Service nor the foreign policy aspects—should be viewed as 
negating the general desirability of amending section 170(c) (2) so 
as to delete, or greatly liberalize, the requirements of domestic use 
and domestic organization. Rather, they serve to emphasize the 
difficulty of drafting appropriate legislation and the need for taking 
ramifications of this nature into account. 

The fact remains that the requirements of domestic use and do- 
mestic organization as they now appear in the Code are impedi- 
ments to desirable philanthropic activities rather than wholesome 
restrictions on abuse. Whatever social, political, and economic con- 
siderations may have justified these statutory requirements when 
they were first enacted,’ it seems apparent that different consid- 
erations are pertinent today. Foreign aid is becoming an increas- 
ingly important aspect of private philanthropy, a development 
which is widely acclaimed.’” Strongly indicative of the fact that the 
climate now favors amendments of the sort suggested is the follow- 
ing comment from a report of the President’s Committee on Infor- 
mation Activities Abroad: **° 


The international activities of private foundations provide an important 
and independent channel of American communication with influential scien- 





124 See discussion p. 44 supra. 

125 See, e.g., Pickett, Welfare and Education Abroad in THE MANUAL OF CORPORATE 
Grvine 367-381 (Ruml and Geiger ed. 1952); Timz, June 30, 1961, p. 20, col. 3. But cf. 
ANDREWS, PHILANTHROPIC FOUNDATIONS 215 and 294 (1956) ; Alford, note 4 supra, at 477. 

126 44 Dep’r STATE BULL. 193 (No. 1128, Feb. 6, 1961). 
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tific, cultural and academic leaders abroad. The Committee believes that 
foundations can make no more vital contribution to the national welfare than 
by activity abroad in their fields of special competence, and it urges the 
trustees of all foundations not barred by charter or other legal inhibitions to 
consider seriously such activity. The independence of action of foundations 
is to be valued and protected. However, effective communication and consulta- 
tion between Government and the foundations working overseas is increas- 
ingly important. 


As the Court said in the Near East Foundation case: ‘‘Charity 
knows no boundaries or classes. It would not be true charity if it 
did. 99127 


127 See discussion p. 65 supra. 











An Economic Analysis of the Preferential 
Tax Treatment of Personal Income in 
Canada and the United States 
IRVING J. GOFFMAN 


I. both Canada and the United States the tax on personal income 
has become the most important single source of federal government 
revenue. From the standpoint of its revenue yield potential, its 
redistributive effects, and its stabilizing properties, this tax has 
demonstrated its merits over the past two decades. Consequently, 
unless the economic resources required by the government sector 
decline drastically and unless politicians abandon their apparent 
desire for greater economic equality and stability, it is unlikely that 
the income tax will be displaced from its supreme position in the 
fiscal structure at any time in the near future. If anything, even more 
revenue is likely to be expected from it. 

It is not certain, however, whether the income tax can continue to 
be relied upon as the primary source of federal funds. This is so 
despite the prospects of a rising per capita income as well as con- 
tinued steeply progressive rates. To some extent its doubtful future 
is because of these prospects. As income and rates have increased, 
and consequently tax liabilities, taxpayers have attempted to reduce 
their tax burdens in a variety of ways. Powerful lobby groups have 
shown particular interest in this area and in general have been ex- 
tremely successful. The result has been a steady and rapid growth 
in the preferential tax treatment of certain sectors of the population. 
Although this has been evident from the inception of these taxes, 
it has been accelerated in recent years. 

The problem dealt with in this study is an examination of the tax 
bases in both countries in order to determine the sources of this 
narrowing of the tax base. All of the important types of personal 
income which enjoy preferential tax treatment will be analyzed, and 
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a qualitative assessment of their erosive characteristics will be 
made. 

Some yardstick of an uneroded tax base is required in order to 
analyze the problem of erosion. Two standards are used in this 
study: first, taxable income should recognize and correspond to an 
economic concept of income; second, taxes should be neutral in their 
effects on different types of economic activity and ‘‘without dis- 
crimination and without favor between different forms of income, 
between different categories of expenditure and between different 
industries.’’ 1 To be neutral the tax burden must be independent of 
choices made by the taxpayer and should not influence choices unless 
such influence is a part of deliberate social policy. If there is discrim- 
ination between types of economic activity, then there is ‘‘at least 
a slight pressure impelling the taxpayer to choose one alternative 
rather than the other.’’ * If these alternatives are not open to all tax- 
payers, then such discrimination will produce inequalities resulting 
from an unjustifiable differential between the tax burdens of com- 
parably situated taxpayers. 

It is noteworthy that some of the present differential treatment 
may be based on sound economic reasoning from the standpoint of 
policy objectives other than revenue. Despite their justification for 
these other purposes, such provisions, by reducing the tax base and 
creating inequities, are factors in the erosion problem and hence are 
included in this study. The question whether or not the benefits de- 
rived from such tax-favored provisions more than compensate for 
their detrimental effects on the tax base involves a political and 
moral evaluation which lies outside the scope of this study. How- 
ever, it will be shown in several instances that in general the use of 
the tax base to promote non-fiscal objectives is not the most efficient 
method. 

The problem of erosion is in large measure an aspect of the pro- 
gression problem. With rates and incomes as high as they are, tax- 
payers are willing to devote more time, money, and effort to find 
ways of reducing their tax liability. As more and more taxpayers 
are successful in obtaining reductions in their tax liability, the gov- 
ernment finds that its revenues have diminished, and it is forced to 
increase rates even more. Thus, tax base erosion and highly pro- 
gressive rates follow each other in a vicious circle. ‘‘... [A]s the 


1 Hellmuth, Zrosion of the Federal Corporation Income Tax Base, JOINT COMM. ON THE 
Eoon. Report, 84TH ConG., Ist Szss., FepERAL Tax PoLicy rok ECONOMIC GROWTH AND 
STaBiLity 888, 891 (Joint Comm. Print 1955). 

2 VICKREY, AGENDA FOR PROGRESSIVE TAXATION 15 (1947). 
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level of income tax rates rises there is a fairly well defined tendency 
for these factors [those which erode the tax base] to increase in 
intensity and importance.’’ ® 

As a final introductory note, it should be pointed out that in a 
comparative study of the tax systems of two countries it is often 
necessary to cover ground which will appear familiar to experienced 
readers in each country. This is done to establish a basis of com- 
parison so that meaningful observations can be made about the sys- 
tem of each country. 


I. Tue Concept or Income 


When any economic concept is applied to the details of economic 
activity, there are likely to be many difficulties regarding the precise 
meaning and scope of the concept. Professor Henry C. Simons has 
suggested that this state of affairs is due to ‘‘... consistent recourse 
to definition in terms which are themselves undefinable (or unde- 
fined or equally ambiguous)... .’’ * One difficulty with most defini- 
tions of income is that they have not been developed with any regard 
for special or particular uses, much less for use in taxation. The defi- 
nitions have not provided economists with any concept which can 
be used as an analytical tool. This is an error which must be remedied 
if an economic definition of income is to be adopted as a tax base. 
Such a definition must satisfy three general requirements: (a) it 
must be something quantitative; (b) it must be objective and free 
from arbitrary distinctions; and (c) it must indicate or imply an 
actual procedure for measurement. This third criterion is of particu- 
lar importance if the taxation of income is to be truly an equitable 
form of taxation, and it is this criterion of measurement which is 
strikingly absent in many of the economists’ definitions of income. 

The theory of income to be discussed here, and the one most ac- 
ceptable for use in taxation, is often referred to as the ‘‘net accre- 
tion’’ concept. It was first formulated by Georg Schanz in 1896. 
However, despite its originality, this definition of income did not 
appear in the English literature for almost a quarter of a century. 
In 1921 Robert Murray Haig published his treatise on income in 
which he suggested a concept similar in content to Schanz’s defini- 
tion. However, Haig’s is considered an original contribution in view 
of his meager reference to the German concept. In order to accom- 
plish the social objectives of income taxation, Haig provides a con- 


8 Ratchford, Practical Limitations to the Net Income Tax—General, 7 J. FINANCE 203, 
207 (1952). ‘ 
4 Smons, PERSONAL INCOME TAXATION 42 (1938). 
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cept which is broad enough to avoid injustices. ‘‘Income,’’ he states, 
‘*ig the increase or accretion in one’s power to satisfy his wants in 
a given period in so far as that power consists of (a) money itself, 
or (b) anything susceptible of valuation in terms of money.’’ ® 

The staunchest exponent of this theory and the one who expressed 
it most convincingly was Professor Henry C. Simons. Although bas- 
ically the same as Haig’s, Simons’ concept of income is more care- 
fully worked out and avoids some of the incongruities found in ear- 
lier works on this subject. While Haig wrote of accretion to ‘‘eco- 
nomic power’’—a nebulous and non-measurable quantity—Simons 
defined personal income as the ‘‘algebraic sum of (1) the market 
value of rights exercised in consumption and (2) the change in the 
value of the store of property rights between the beginning and end 
of the period in question.’’ ® 

This is an accrual concept rather than a disposal concept. It con- 
siders income as the receipt of the property rights which are neces- 
sary in order to obtain ‘‘satisfactions.’’ Whether or not the recipient 
exercises these rights has no bearing on the determination of his 
relative income position. Furthermore, the individual’s discretion 
as to what he chooses to do with these receipts is not permitted to 
affect the basic concept of income. Moreover, this concept is all- 
inclusive as it disregards the sources of receipts in determining 
income. For example, capital gains would receive no special con- 
sideration, since these represent accretions to economic power in the 
same way as do wages and salaries. 

This concept recognizes income as a value fact—the value of prop- 
erty rights (money or money’s worth) acquired by an individual 
over time. It is broad enough to include all economically measurable 
income, and yet it is not vague and unworkable. For the reasons 
stated, Simons’ contributions are far superior to those of his prede- 
cessors. He formulated a concept for the prime purpose of subject- 
ing it to taxation, and this is placed in the forefront throughout his 
analysis. By bearing in mind the purpose which the concept was to 
serve, Simons developed a definition which is logically consistent 
and operationally meaningful. It broadens the income concept and 
thus reduces considerably the amount of income which would receive 
some preferential treatment under other definitions. Simons’ defini- 
tion, if adopted, would minimize the inequities in the tax laws by 
eliminating what is often referred to as loopholes and exclusions. 
In this way the erosion of the tax base would be kept to a minimum, 


5 Haig, THE FEDERAL INCOME Tax 7 (1921). 
6 SIMONS, op. cit. supra note 4, at 50. 
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For the purpose of this study, therefore, Simons’ definition of tax- 
able income will be employed as a standard in determining the de- 
gree of erosion which is presently evident in the statutory concepts 
of income in Canada and the United States. By comparing these 
statutory concepts of income with the ‘‘net accretion’’ concept, cer- 
tain types of income can be recognized as factors contributing to 
this erosion. 


A. Tae Lecat Concept or IncomE 


The legal concept of income is more elusive than the economic 
concept. Ordinarily, one would turn to the statutes in order to see 
what meaning is given to the tax base by the legislators. Actually, 
the statutes are distinctly devoid of any real effort to present a con- 
cept of income. While the American legislators have made at least 
a feeble attempt to define income specifically, in the new Canadian 
Income Tax Act no such effort at all is made. Furthermore, in both 
countries, although the legislators enact the statutes, it is the judi- 
ciary and administrative agencies which interpret the scope and 
meaning of the laws. Court decisions with administrative regula- 
tions and rulings have much influence on what is and is not to be 
taxed. With so complex a mechanism constantly at work, it is vir- 
tually impossible to find any ultimate statement which summarizes 
the over-all concept of taxable income. ‘‘One would almost be safe 
in saying that ‘income’ for tax purposes is not a concept at all; that 
there is no universal and unchanging principle by which an amount 
of money may be measured and tested to determine whether or not 
it is of the species.’’* 

Although the statutes provide no real clue to the solution of this 
problem, a study of court decisions reveals a rough pattern followed 
by the jurists which comes as close as is possible to a general con- 
cept. No detailed review of the tax cases in Canada or the United 
States will be made, but below is presented a rudimentary outline 
of the over-all guiding principles which have emerged in these two 
countries based both on statutes and judicial interpretations. 


B. Tue Amercan Concept or INcomME 


Despite the fact that income is an economic concept, the courts 
have made little reference to the works of economists. It has been 
held that the term used in the Sixteenth Amendment presumably 
bears the meaning which would be ascribed to it by the layman 


7 Perry, TAXATION IN CANADA 35-36 (1951). 
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rather than by the economist. In the opinion of Judge Learned Hand, 
the meaning of the word ‘‘income”’ is ‘‘not to be found in its bare 
etymological derivation. Its meaning is rather to be gathered from 
the implicit assumptions of its use in common speech.’’* The Su- 
preme Court of the United States has gone even further in ignoring 
the role of the economist in this matter. A 1921 decision stated, ‘‘In 
determining the definition of the word ‘income’ this court has con- 
sistently refused to enter into the refinements of lexicographers or 
economists. ...’’ A superficial examination of the literature reveals 
that the Court’s subsequent practice is in accord with this statement. 
One cannot explain this attitude toward economists. Whether the 
Court regards the esoteric definitions of economists as theoretically 
unsound or whether there are other practical considerations in- 
volved, it has continuously avoided the use of economists’ concepts. 

The early judicial definitions of income were very similar in con- 
tent. The taxation of capital gains was the problem which caused 
most of these early examinations of the concept. Apparently there 
has been little doubt on the part of the courts from the beginning 
that the statutes intended to include such gains as taxable income. 
This was a major break from the precedent established in English 
jurisprudence and is a first principle of American taxation. 

The second major development in the legal concept of income was 
a statement of the realization criterion. In the Eisner v. Macomber '° 
decision of 1920, the Court began an elaboration of the definition 
which continued for over two decades. The basic problem was the 
interpretation of the phrase ‘‘the gain derived from capital’’ which 
appeared in the early definitions of income. Fundamentally, the 
1920 decision stated that ‘‘derived from capital’’ does not mean 
‘‘accruing to capital,’’? not a growth or increment in the value of 
an investment, but rather something of exchangeable value pro- 
ceeding and severed from the investment and received or drawn by 
the recipient. This is of particular significance in the treatment of 
undistributed corporate profits. 

The third underlying principle is that ‘‘income’’ has tended to 
mean ‘‘net’’ rather than ‘‘gross’’ income. This has resulted entirely 
from statutory enactments rather than judicial interpretation of the 
Constitution. The Court has never said the income tax must be a tax 
on net income, but has always, in 2 vague way, said that deductions 


8 See, United States v. Oregon-Washington R. R. & Nav. Co., 251 Fed. 211, 212 (2d Cir. 
1918). 

® See Merchants’ Loan and Trust Company v. Smietanka, 255 U.S. 509, 519 (1921). 

10 252 U.S. 189, 207 (1920). 
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are a matter for Congress. In fact, in 1916 the Court held that the 
income tax could be based on gross rather than net income on the 
basis of the Sixteenth Amendment." From this, Magill concludes, 
‘*Tt is an easy step to the doctrine .. . that deductions in general are 
a matter of legislative grace; in other words, that gross income can 
be taxed under the amendment.’’ 

However, such a generalization is not fully justified in the light 
of a later pronouncement by the Court that ‘‘we must withdraw 
from the gross proceeds an amount sufficient to restore the capital 
value that existed at the commencement of the period under con- 
sideration’’ in determining the income tax base."* This, coupled with 
the Court’s general emphasis upon the terms ‘‘ gain’’ or ‘‘increase’’ 
in its rulings, suggests that it may be unwise to assume that ‘‘in- 
come’’ in the amendment to the Constitution means gross receipts. 
Nevertheless, it seems probable that the Court would permit the 
taxation of gross income if Congress so desired. In fact, though, 
Congress has not exhibited any such desire. 

In general, three underlying broad principles were cngendered by 
the statutes and court decisions in the United States concerning the 
taxation of income. All types of gains were to be included in the in- 
come tax base; only that income which had been realized would be 
subject to taxation; and this tax was to be applied to a ‘‘net’’ base. 


C. Tur Canapian Concept or INcoME 


The first Dominion income tax statute, the Income War Tax Act 
of 1917, specifically defined income as follows: 


For the purposes of this Act, ‘‘income’’ means the annual net profit or gain 
or gratuity, whether ascertained and capable of computation as being wages, 
salary, or other fixed amount, or unascertained as being fees or emoluments, 
or as being profits from a trade or commercial or financial or other business 
or calling, directly or indirectly received by a person from any office or em- 
ployment or from any profession or calling, or from any trade, manufacture 
or business, as the case may be; and shall include the interest, dividends or 
profits directly or indirectly received from money at interest upon any se- 
curity or without security, or from stock, or from any other investment, and 
whether such gains or profits are divided or distributed or not, and also the 
annual profit or gain from any other source; including the income from but 
not the value of property acquired by gift, bequest, devise or descent; and 
including the income from but not the proceeds of life insurance policies paid 


11 Stanton v. Baltic Mining Company, 240 U.S. 103 (1916), held that Congress need not 
make a full allowance for depletion; nor for interest actually paid in Tyee Realty Company 
v. Anderson, 240 U.S. 115 (1916). . 

12 MAGILL, TAXABLE INCOME 353 (1945). 

18 Doyle v. Mitchell Brothers Company, 247 U.S. 179, 185 (1918). 
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upon the death of the person insured, or payments made or credited to the 
insured on life insurance endowment or annuity contracts upon the maturity 
of the term mentioned in the contract or upon the surrender of the contract. 


This definition remained virtually unchanged until 1948. It ap- 
pears from the scope of the definition that the Canadian legislators 
had intended a very broad concept, and in this respect the Canadian 
legal concept is closely akin to the American. One writer has sug- 
gested that the phrase ‘‘and also the annual net profit or gain from 
any source;’’ which appeared in the above definition might have 
been used as a basis for taxing capital gains. However, in 1927, the 
semicolon was eliminated from the statute and the phrase lost its 
significance. Nevertheless, it does seem as if the Income Tax Act 
was modeled substantially on the American statute bearing little 
resemblance to the English Act. 

However, the interpretation by the Canadian courts has differed 
markedly from that in the United States. Here the tendency has 
been to follow developments in the United Kingdom. Like the 
British, the Canadian courts tend to exclude capital gains from taxa- 
tion. This is not to say that there has been slavish adherence to the 
English cases, but as a matter of policy and custom, such gains are 
not now taxed in Canada. Nevertheless, the courts have made excep- 
tions in the past, and the Canadian concept of a ‘‘capital gain’’ is 
much narrower in scope than the American. 

After the Income War Tax Act was repealed in 1948, the Income 
Tax Act of 1948 was enacted in its place. This new Act, unlike its 
predecessor, contained no explicit definition of income. However, 
throughout the new Act, there are various statements which imply 
that the meaning of income was to remain the same as previously 
stated. Thus the 1917 legal definition quoted above is still valid.** 


II. Excuusions: Income rn Kinp 


A wide variety of items comprising a large amount of economic 
income is at the present time escaping taxation because of exclusion 
from the legal concept of income. In some cases, exclusions are 
specifically mentioned in the statutes; in others, the law remains 
silent, and the treatment has been left to custom and tradition. Two 
basic types of exclusions exist: non-money income and money in- 
come given special treatment. The exclusion of the first type ap- 
parently rests on the difficulty of measuring it, while the exclusion 
of the second type is a result of custom, humanitarianism, and politi- 


14 For a more complete study, see La Briz, THE MEANING OF INCOME IN THE Law oF IN- 
cCoME Tax (Toronto, 1953). 
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cal pressure. Whatever the reasons, these items meet the criteria 
of economic income. Their exclusion leads to inequitable treatment 
of some taxpayers and erosion of the tax base. 

It might be worth indicating that most of these exclusions have 
been in the law from the beginning in one form or another. To this 
extent their existence is not due to high rates. However, under the 
impact of steep progression, these items have become more impor- 
tant to the individual taxpayer and to the Treasury. 


A. Imputep INcoME FROM ASSETS 


Owner-occupied houses and services to depositors are examples of 
assets to which income is imputed. Thus, the concern here is with 
rent and interest in kind, that is, returns to capital which are not in 
the form of money but rather in services which can be valued in 
terms of money. Since in Canada and the United States these types 
of income in kind are treated alike by the income tax laws, the analy- 
sis which follows applies to both countries. 

One of the oldest forms of reduction of the income tax base in 
. Canada and the United States is the exclusion of net rental value 
of owner-occupied homes. Not only is it an important item for reve- 
nue purposes, but more significant perhaps is the fact that the 
United States and Canada are the only Western nations which do 
not tax rental income to homeowners. From the beginning the Cana- 
dian statutes made no mention of this income, and it was apparently 
taken for granted as an excluded item despite its inclusion in Great 
Britain. This is perhaps one of the strongest suggestions of Ameri- 
can influence on the Canadian tax structure. 

The magnitude of this item can only be estimated, but it is in the 
area of five billion dollars in the United States and one-half a billion 
dollars in Canadu. Not only would this add significantly to total tax- 
able income, but much of this rental income would accrue to indi- 
viduals in the higher income brackets and would thus be subject to 
more than the average tax rates. The inclusion of this item in tax- 
able income would yield about one billion dollars in revenue in the 
United States and about one hundred million dollars in Canada. 
Moreover, this item has been growing. Not only has the number of 
owner-occupied homes increased, but the proportion of these to the 
total number of residences has also increased. 

More important than the revenue aspect is the discrimination 
produced between renters and homeowners. Perhaps this was the 
original intention—to promote home ownership. However, if such a 
social policy is considered proper, this form of subsidy is not the 
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most efficient. As Vickrey points out, ‘‘the subsidy is greatest at the 
top of the income scale where the need for such a stimulus is least.’’ * 
Simons has suggested that this exclusion goes farther in its discrim- 
ination than merely against renters. The real discrimination (or op- 
portunity to avoid taxes) varies widely according to consumption 
tastes of individuals and the character of one’s occupation and 
investments. It penalizes those whose occupations make homeown- 
ing undesirable and those with large unfunded incomes. ‘‘He who 
chooses to travel, to spend time at watering places, on hunting trips, 
or archeological expeditions, suffers by comparison with his friends 
who are content to enjoy the luxury of a half-dozen owned resi- 
dences, with their art galleries, golf courses, beaches, etc.’’ *® 

Another type of imputed income from assets stems primarily 
from the services of financial intermediaries and takes the form of 
interest in kind. Reduced service charges to bank depositors in lieu 
of interest is probably the most important component of interest in 
kind. Of relatively minor importance in this category but of the same 
general nature are reduced prices of goods and services paid for 
in advance, é.g., prepayments on insurance policies and magazine 
subscriptions. 


B. Waces anp Sauaries In Kinp 


In addition to the income in kind derived from the ownership of 
property, a similar gain is often derived from one’s personal serv- 
ices. Goods and services are often offered as compensation to an 
employee in lieu of additional money wages, and goods and services 
consumed by a household are often produced in the household. Both 
instances involve income in kind, although the first is somewhat 
more obvious. In the past twenty years there has been a significant 
growth in the importance of non-money wages. In many cases it 
appears that this growth is directly related to the exclusion of much 
of such compensation by the tax statutes. This is particularly true 
in the case of salaries to executives when additional money com- 
pensation is often less attractive than so-called ‘‘fringe benefits.’’ 

The importance of such benefits to the average worker, however, 
is also significant. This is borne out by the fact that ever greater 
emphasis is placed on these items in labor-management agreements. 


15 VICKREY, op. cit. supra note 2, at 18. 

16 SIMONS, op. cit. supra note 4, at 114-115. It must be noted that durable consumer goods 
give rise to imputed income in the same way as do houses. The problem becomes more com- 
plex if the item in question is not commonly rented and if the services flowing from the item 
are of a type not comparable to any service commonly furnished separately. This fact does 
not, however, eliminate tax discrimination which exists in favor of those who own such dur- 
able items. 
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There is hardly any question involved in recognizing non-money 
compensation as a form of income. It is an important labor cost of 
operating a business and a bargaining element in wage negotiations. 
‘‘During 1949 these programs [health, welfare and retirement] be- 
came the primary issue on the collective bargaining agenda of many 
unions....’’ 27 

The present laws concerning non-money wages and salaries are 
vague and confusing. One of the main reasons for this state of affairs 
is the number of statutory exceptions to the present laws, which have 
been sanctified by custom. The Canadian statutes and court rulings 
have not been as liberal as those in the United States in their exclu- 
sion of income in kind. Along with money income, taxable income 
includes: ** 

... (a) the value of board, lodging and other benefits of any kind whatso- 
ever (except the benefit he derives from his employer’s contribution to or 
under a registered pension fund or plan, group life, sickness or accident 
insurance plan, medical services plan or supplementary unemployment bene- 


fit plan) received or enjoyed by him in the year in respect of, in the course of 
or by virtue of the office or the employment. 


- Moreover, with few exceptions, allowances for personal and living 
expenses paid by an employer must also be included. 

The statutes in the United States, although substantially the 
same, contain in addition one condition which has resulted in the ex- 
clusion of much of this income in kind. The Code and Regulations ex- 
clude such items from income if living quarters or meals are fur- 
nished to employees ‘‘for the convenience of the employer.’’ *® One 
example of this is ‘‘supper money,’’ an item which is presently ex- 
cluded without any challenge, although the statute only covers 
meals when ‘‘on the business premises’’ of the employer.”® 

Both countries exclude the rental value of a house furnished a 
minister by his congregation. In recent years this exclusion applied 
also to the allowance paid a minister for the purpose of renting a 
home.*! In the United States, the Internal Revenue Service has in- 
terpreted this to include allowances for running a home, and the 
exclusion has thus been broadened.” These benefits granted to cler- 
gymen are not unique. Similar treatment is given to the value of 


17 U. S. Dep’r or Lasor, BuREAU OF Labor STATISTICS, DIGEST OF SELECTED HEALTH, 
INSURANCE, WELFARE AND RETIREMENT PLANS AND COLLECTIVE BARGAINING 1 (1951). 

18 CAN. Rev. Stat. ch. 148, § 5(a) (1952). 

19 I.R.C. § 119 (1954). 

20 Ibid. See SURREY AND WARREN, FEDERAL INCOME TAXATION 113-117 (1960). 

21 I.R.C. § 107(2) (1954) ; Can. Rev. Sat. ch. 148, § 11(q) (1) (ii) (1952). 

22 Special Ruling, Sept. 1, 1955, CCH J 1103.083 (1961) ; Rev. Rul. 56-58, 1956-1 Cum. 
BuLu. 604. 
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residences for military personnel, ambassadors, and others. It does 
not seem necessary to elaborate on these. 

By far the most important type of compensation in kind, and the 
type which has been growing rapidly, takes the form of fringe bene- 
fits and expense accounts. The fringe benefit is a service provided 
by the employer to increase the well-being and morale of his workers. 
Libraries, lunchrooms, entertainment, recreation facilities, schools, 
and medical services are the more common types. These items have 
never been claimed as income in either Canada or the United States. 
But are they not a form of compensation? Do unions, for example, 
not bargain for them? It is recognized here that a real imponderable 
exists in the matter of apportioning these benefits among employees. 
This, however, does not deny the fact that fringe benefits enhance 
the relative economic position of taxpayers. 

A counterpart of the fringe benefit is the executive expense ac- 
count and special benefits. Such items as meals, lodging, entertain- 
ment, and travel, are often paid directly by companies and are ex- 
cluded from the employee’s income by the tax authorities in both 
countries if they are even remotely concerned with the carrying out 
of one’s business. If reimbursed to the employee in the form of an 
expense account, the employee generally has no income if the reim- 
bursement is not in excess of the business expense. This problem is 
important not only in the present context but also in deriving cost 
deductions permitted the company in determining its profits. That 
some expense account items are necessary for one’s business is not 
questioned. However, the misuse and abuse of such accounts are 
also recognized. Residences, automobiles, country clubs, vacations 
and restaurant checks are some of the more obvious. In both Canada 
and the United States, tax officials have made numerous statements 
concerning extravagant ‘‘business expenses,’’ and the Kennedy tax 
proposals presented to Congress in May, 1961, included a recommen- 
dation in this area,”* but very little has actually been accomplished. 
Greater coverage of this topic will be found below in the section 
dealing with business expenses. 

The importance of compensation in kind must not be underesti- 
mated. The growth in its importance over the past quarter of a 
century has been suggested as one of the practical limitations to the 
net income tax: ** 


Observing this trend toward payment in kind, one person has reflected 
that we are going through a development which is just the opposite of that 


23 Hearings on President’s 1961 Tax Recommendations Before the House Committee on 
Ways and Means, 87th Cong., 1st Sess. 12 (1961). 
24 Ratchford, supra note 3, at 211. 
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which marked the end of the feudal period when wage payments were being 
commuted into money. Now many wages are being commuted into tax-free 
services. Perhaps the time will come when the individual unfortunate enough 
to receive all of his wages in money will have an impossible tax burden! 


A second type of income in kind is concerned with goods and 
services produced and consumed within the household. The most 
obvious example of this item is food and fuel produced and con- 
sumed on farms. That such food and fuel are income need hardly 
be elaborated, but an example will readily demonstrate this. Farmer 
A grows ten acres of corn with a net value of $1,000 per year, each 
acre yielding $100 worth of corn. After selling his produce, he buys 
produce for his family’s needs for $200. Farmer A’s taxable income 
is $1,000. Farmer B, on the other hand, devotes only eight of his ten 
acres to corn production. On the remaining two he grows miscel- 
laneous produce to satisfy his own consumption needs. Farmer B’s 
taxable income is $800, yet both farmers enjoy identical economic 
positions. Neglecting to tax the food consumed by Farmer B simply 
because he produced it himself in lieu of more corn gives rise to a 
definite inequity. ‘‘To exclude them [i.e., goods and services pro- 
duced in the home] is obviously to penalize specialization.’ ** The 
farmer who devotes all of his skill to the growing of one item bears 
a higher tax burden than his neighbor who has diversified his 
products. 

Neither the Canadian nor the American statutes has made any 
serious effort to tax these items, despite the fact that the items are 
nowhere specifically excluded. Estimates of the value of food and 
fuel produced and consumed on farms are necessarily approxima- 
tions. In the United States these estimates are placed at just over 
two billion dollars per annum over the past ten years. In Canada 
the comparable figure is about two hundred million dollars. 


III. Exctusion or Monry Income 


A. Exctupep Incoms or GovERNMENT EMPLOYEES 


In both Canada and the United States, part of the income of cer- 
tain government employees is excluded from the statutory concept 
of income. For members of the United States armed services, the 
statute specifically excludes combat pay received for active service 
in a combat zone.”* Canadian soldiers do not receive this particular 


25 SIMONS, op. cit. supra note 4, at 110. 
26I.R.C. § 112(a) (1954). The President determines which areas are combat zones. 
Korea, for example, was a combat zone from June 25, 1950 through Jan. 31, 1955. 
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benefit, but they do share with Americans the exclusion from taxa- 
tion of mustering-out payments.”’ In the United States, moreover, 
part of the monthly allowances paid to military dependents, sub- 
sistence allowances, and certain moving and housing allowances, 
are among the exclusions permitted.”* Such items do not have coun- 
terparts in Canada. Disability pensions to veterans are excluded in 
both countries.” Similar exclusions are permitted to foreign service 
officers, legislators, and other government officials. 

The exclusions which benefit military personnel and veterans are 
legacies of the wartime emergency, when it seemed unfair to tax 
those who risked their lives in the interest of the nation. This con- 
sideration is no longer as applicable, and in its stead such exclusions 
are usually justified on incentive grounds in order to supplement 
the incomes of military personnel. However, the use of tax provi- 
sions for such purposes is not good policy. It distorts the function 
of taxation, leads to inequities, and sets a precedent for further con- 
cessions which erode the tax base. ‘‘There is no question that an 
adequate salary scale is necessary to attract qualified personnel into 
the armed forces, but the use of tax exemptions is hardly the appro- 
priate method of accomplishing this objective.’’ 


B. Socrat Securtry BENeErits 


A second group of government disbursements which enhances the 
relative income position of individuals without increasing their 
relative tax burdens is composed of certain transfer payments. 
These payments include old-age insurance benefits, unemployment 
and workmen’s compensation, public assistance payments, and some 
other forms of social security benefits. The original purpose of 
these welfare measures was to provide relief to families and indi- 
viduals in economic difficulty and also to provide the economy with 
built-in stabilizers or demand sustainers during recessionary peri- 
ods. Consequently, there was little question about excluding these 
relief benefits from taxation in the light of the fact that the recipi- 
ents were generally in the lowest income groups and often not sub- 
ject to tax in any case. Such a generalization, however, is no longer 
a truism. The reduction in exemptions and the expansion of the 
social security programs as to both benefits and coverage have re- 


27 I.R.C. § 113 (1954) ; Can. Rev. Stat. ch. 148, § 5(b) (ii) (1952). 

281.T. 3574, 1942-2 Cum. Buu. 52; I.T. 3420, 1940-2 Cum. Buu. 40; I.T. 2760, 
XITI-1 Cum. Buu. 35 (1934). 

29 I.R.C. § 104(a) (4) (1954) ; Can. Rev. Strat. ch. 148, § 10(1)(e) (1952). 

80 Pechman, Erosion of the Individual Income Tax, 10 Nav’t Tax J. 13 (1957). 

















1961] PERSONAL INCOME TAX IN CANADA AND UNITED STATES 91 


sulted in a different situation, and the exclusion of these benefits 
from income taxation has created substantial inequities. This has 
been more particularly true of old-age payments and family allow- 
ances than of unemployment compensation. ‘‘... Recipients of such 
supplements and transfer payments [social security benefits, in 
general] are frequently much better off than their neighbors who 
cannot exclude any portion of their tax liabilities.’’** From an 
equity standpoint, then, these receipts should be included in the 
statutory concept of income. Their exclusion is an erosive feature 
of the tax structure. 

In the United States, benefits derived from the social security 
program have always been excluded from the statutory concept of 
income. This exclusion, although never actually mentioned in the 
Revenue Code, has been specifically condoned in several tax rulings; 
but none of the rulings has ever attempted to explain the reasoning 
behind these exclusions.** 

Social security payments derive from three sources: (a) contribu- 
tions by employees out of taxable income; (b) contributions by em- 
ployers; and (c) interest earned on the invested portion of the 
social security funds which are held in trust by the Federal Govern- 
ment. It is readily apparent that the part of the benefits received 
which is originally from employee contributions should not be sub- 
jected to the income tax, since it is merely a return of capital and 
therefore not income. However, the remaining benefits, derived from 
employer contributions and earned interest, are certainly income to 
the beneficiaries. Furthermore, the contributions of employers are 
permissible deductions when computing the employers’ incomes; 
thus this element is never taxed. 

In summary, although all social security benefits are excluded, 
only a part completely escapes taxation, depending upon the system 
of contributions. In the case of unemployment insurance, all the 
benefits received are excluded completely ; in the case of old-age and 
survivors’ insurance, only part of the benefits escapes taxation, 
since some of these benefits were contributed by the ultimate recipi- 
ent from his taxable income. 

In Canada, not only are the social security benefits treated dif- 


81 Ibid. 
82 It may be that the taxation of such receipts would result in hardship to some. If 
this is so, it would be more equitable to raise the personal exemptions for all taxpayers. 

88 The interested reader should consult Ratchford, Tax Status of Social Security Bene- 
fits, 20 So. Eoon. J. 156-162 (1953). 

84 Each year, in its official instructions for use in preparing tax forms, the Treasury 
states that Social Security benefits are excluded. See, e.g., CCH 7 6558 (1961). 
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ferently, but perhaps more important, there is a vast difference in 
the methods of supporting these programs. Along with unemploy- 
ment insurance and old-age pensions, Canada also has adopted a 
system of family allowances. This is a monthly benefit paid to all 
non-working children up to the age of sixteen and varying in amount 
from six to eight dollars, depending on the age of the child. This 
allowance comes out of the general revenue and not specifically 
from the ultimate recipient. The exclusion of the cash family allow- 
ances is not specified in the tax statutes, but it is stated in the 
Family Allowances Act. However, a closer examination reveals that 
there is an integration between the cash family allowances for chil- 
dren and the personal exemptions for children granted under the 
Tax Act, which indirectly results in the taxation of at least part of 
these cash allowances. For any child qualified for these allowances 
(in general, any child under the age of sixteen), the income tax 
exemption is reduced from $500 to $250.* In essence, then, although 
the family allowances are excluded from the taxable income con- 
cept, their introduction into the Canadian scene has led to reduction 
of other exemptions, and thus to the increase of taxable income. 

The old-age security plan came into effect in Canada in 1952.** In 
order to finance this scheme, which provided a stipulated monthly 
allowance to persons over a certain age, three taxes were levied 
under the Old-Age Security Act: (1) a two per cent tax on corporate 
profits which is added to the corporate income tax and not deductible 
in computing income tax liability ; (2) a two per cent tax on personal 
taxable income (maximum $60) ; and (3) two per cent (one-fifth) of 
the ten per cent manufacturers’ sales tax. Furthermore, these funds 
when they accumulate are invested and earn an income. Together 
these constitute the revenue from which the old-age pensions are 
drawn. Unlike the United States practice, old-age security benefits, 
when received, are included in taxable income. These receipts, then, 
do not contribute to the narrowing of the Canadian income tax base. 

The last type of social security benefit considered here, unemploy- 
ment compensation, is excluded from the tax base in both countries. 
In the United States, all of the premiums for unemployment insur- 
ance are paid by the employer. Thus, since these premiums are 
deductible expenses, unemployment compensation escapes taxation 
completely. In Canada, however, employer and employee both pay 
equal premiums according to wages and number of weeks worked, 
ranging from eight cents a week on nine dollars or less to sixty cents 


35 Can. REv. Stat. ch. 148, § 26(1) (c) (1952). 
36 CaN. Rev. Stat. ch. 200 (1952). 
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on $57 or more. Employee premiums are included in the taxable in- 
come of the contributors and do not escape the income tax. Thus, 
although in both Canada and the United States unemployment in- 
surance benefits are tax-free, the contributory system in Canada 
does not permit this income to lead to as much erosion of the tax 
base. Only the employer contributions are completely excluded. 


C. INTERGOVERNMENTAL IMMUNITIES 


The exclusions discussed so far have been sanctioned by statute, 
by custom, or by both. However, in the United States there are also 
constitutional limitations to taxation, the most important of which 
excludes from income interest on certain government obligations. 
No such comparable special treatment exists in the Canadian struc- 
ture. Consequently, the discussion following will be confined to the 
United States practice. 

From the beginning of income taxation in 1913, the federal statute 
has specifically excluded from income the interest on state and local 
bonds. Section 103(a) of the Internal Revenue Code explicitly ex- 
cludes interest on ‘‘the obligations of a State, Territory, or any 
political subdivision thereof... .’’? For a long time this exclusion 
applied to interest on all‘government obligations, including issues 
of the Federal Government, and to other types of government pay- 
ments as well, such as salaries to government employees. This pref- 
erential treatment stems from the doctrine of intergovernmental 
tax immunity, originally expounded by Chief Justice Marshall in 
McCulloch v. Maryland in 1819." 

At first, the doctrine possessed a very broad meaning and was 
widely applied to all types of income. Within the last twenty-five 
years, however, its scope has been greatly narrowed by judicial and 
legislative pronouncements. At the present time, the doctrine is 
applied principally to the interest on state and local government 
bonds, resulting in a form of subsidy by the Federal Government 
to other levels of government, since the exclusion of the interest on 
these obligations enables them to be sold at interest rates lower than 
those on taxable private obligations. At the same time, this prac- 
tice distorts the allocation of loanable funds in favor of the public © 
sector at the expense of the private sector. Investors are more wont 
to invest in tax-free ‘‘municipals’’ than in other types of income- 
producing activities, particularly if the investor is a high income 

87 For a thorough historical and analytical study of this doctrine, see Ratchford, 


Intergovernmental Tax Immunities in the United States, 6 Nat’L Tax J. 305-332 (1953) ; 
and Revenue Bonds and Tax Immunity, 7 Nat’ Tax J. 40-49 (1954). 
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taxpayer. Even though the rate of interest on such bonds may be 
much lower than the rate on private obligations, the taxpayer may 
still be better off channeling his funds into state and local bonds. 

The inequity in the tax burden between those holding industrial 
obligations and those holding state and local bonds is quite obvious. 
Along with the inequity resulting from this differential tax treat- 
ment is the significant shrinkage of the American income tax base. 
One writer estimates that individuals receive about five hundred 
million dollars in tax-exempt interest each year, ‘‘... and the amount 
is likely to increase sharply in future years as the states and munic- 
ipalities continue to increase their construction programs.’’ * 

This important source of erosion in the United States has no coun- 
terpart in Canada. Since there is no doctrine of intergovernmental 
tax immunity in Canada, the interest on all public obligations is 
included in the tax base. 


D. Caso Diviwenps 


In both countries, special preferential treatment is presently ac- 
corded to that part of an individual’s income which stems from cash 
dividends. Such preferential treatment is a relatively new practice 
in the respective revenue codes. In Canada, the change was adopted 
in 1949, while in the United States it came about in 1954. Preferential 
treatment takes the form of an exclusion and a credit, both of which 
will be discussed here. 

In neither country may a corporation claim as a deductible ex- 
pense the amount of dividends it distributes to its shareholders. 
Unlike interest, these payments are made out of net income; hence, 
the income out of which they are paid is subject to the corporate 
income tax. The basic issue is whether the dividend when received 
by the stockholder, should be included in his taxable income. The 
traditional argument against such inclusion is that taxing the 
stream of income both before and after it reaches the taxpayer cre- 
ates a double tax. 

The validity of the ‘‘double taxation’’ argument rests heavily on 
the belief that all or most of the corporate tax falls on the share- 
holder. If, on the other hand, it can be shown that the ultimate inci- 
dence of this tax is not borne by the shareholder but is shifted to 
the consumer, then ‘‘double taxation’’ does not occur. This asser- 
tion, although extremely difficult to prove, has in recent years gained 
overwhelming support from theoretical and empirical economists.” 


88 Pechman, supra note 29, at 17. 
89 See Ratchford and Han, The Burden of the Corporate Income Tax, 10 Nat’, Tax J. 
310-324 (1957). 
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Consequently, dividends received by the shareholders would not be 
reduced by the corporate income tax and would be the same as if 
there had been no levy on corporate income. The shareholders’ re- 
ceipts then would be taxable income in every sense of the word and 
would not deserve preferential treatment. Thus, only if all of the 
corporate tax burden is borne by the shareholder—a premise which 
is most unlikely—would special treatment of dividends be justifi- 
able. Otherwise such treatment results in inequity and the reduction 
of the income tax base. 

The first income tax act in the United States did not permit any 
special treatment of dividend income. In Collector v. Hubbard, the 
Court upheld the double taxation of dividends as being within the 
constitutional powers of the Federal Government.*® Between 1864 
and 1913, however, the double taxation argument apparently gained 
a great deal of support. The tax acts enacted between 1913 and 1935 
exempted dividends received by individual stockholders from the 
normal tax imposed generally on an individual’s income; but they 
required the inclusion of these dividends for the purpose of the 
graduated surtaxes levied on incomes above the basic exemptions. In 
1936, however, the statutory preferential treatment of dividends 
was revoked, and this typeof income became subject to the same levy 
as all other forms of income. 

The argument against so-called double taxation continues, and, 
under the 1954 Code it won a limited victory.*! Dividend recipients 
were permitted to exclude from their taxable income the first $50 
of dividends received from domestic corporations and to claim a 
credit against their final tax liability equal to four per cent of divi- 
dends received in excess of the exclusion. For 1957, for example, 
the estimate of income excluded as a result of the $50 dividend ex- 
clusion was over three hundred and eight million dollars. The tax 
credit has been estimated at over one hundred and sixteen million 
dollars.*” 

Until 1949, the Canadian tax system treated dividends as any 
other form of income, despite the fact that such receipts had been 
subjected to the corporate tax. In that year, however, the Minister 
of Finance in his budget speech introduced a tax credit for dividends 
received equal to ten per cent of the amount of the dividends. In 
1953, this credit was raised to 20 per cent. This tax credit does not 
result in a relatively serious revenue loss. In 1954, the total amount 


10 79 U.S. (12 Wall.) 1 (1870). 
41 T.R.C. §§ 34 and 116 (1954). 
42 U. 8. Int. Rev. Serv., Treas. Dep’r, Pos. No. 79, Statistics or INCOME—1957: 
INDIVIDUAL INCOME Tax RETURNS 4 (1959). 
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of dividends declared was two hundred and sixteen million dollars.** 
The maximum total tax credit possible in that year was therefore 
about forty-three million dollars. 

Despite the relative revenue insignificance of these measures in 
both countries, there is great concern about them from an equity 
standpoint. If double taxation is a valid argument, then the present 
schemes do not satisfactorily eliminate the inequity. In fact, both 
the exclusion and tax credit introduce another inequity—that be- 
tween low and high income stockholders. Only those taxpayers who 
are subject to marginal rates above the corporate tax rate can be 
considered completely freed from double taxation; in fact, they 
may even be over-compensated. Those, on the other hand, who are 
subject to marginal rates below the corporate rates cannot rid them- 
selves completely of double taxation. 

The foregoing, however, is based on an assumption which is itself 
rather questionable in view of recent studies. If the corporation 
income tax is shifted, then the burden does not fall on the stock- 
holder, and no double taxation occurs. This would mean that divi- 
dends received should be subjected to the same levies as other types 
of income. Any special treatment, such as the dividend exclusion, 
results in a reduction of the income tax base as well as considerable 
inequity among taxpayers. 


IV. Tue Taxation or Caprrat Gains 
A. Caprrau Gatns Concept 


The conceptual distinction between capital gains and ordinary 
income has been described as follows: * 


In both law and common speech, capital gains are generally regarded as 
the profits realized from increases in the market value of any assets that are 
not a part of the owner’s stock-in-trade or that he does not regularly offer 
for sale; and capital losses, as the losses realized from declines in the market 
value of such assets. Ordinary profits and losses, in contrast, are realized on 
the sale of goods and services that are a part of the seller’s stock-in-trade or 
that he regularly offers for sale. 


The gains (profits) realized by a manufacturer, for example, when 


selling his goods would be ordinary income, while any gain he would 
realize if he sold his machines would be a capital gain.** The distinc- 


43 Can. DEP’? Nav’. REv., TAXATION STATISTICS 1956, 40 (Ottawa, 1957). 

44 SELTZER, THE NATURE AND TAX TREATMENT OF CAPITAL GAINS AND LossEs 3 (1951). 

45 But the machine, because it is depreciable property ‘‘used in the trade or business’’ 
is not a capital asset under United States law. Gains will be tested as capital by virtue 
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tion, however, is not always as simple as this. While machines are 
income-producing property for the manufacturer, and not his stock- 
in-trade, they are the end product of some other individual. In the 
latter case, therefore, their sale would yield ordinary income. Often 
the exact legal nature of a receipt, whether income or capital gains, 
is difficult to determine. The solution in most such instances rests 
mainly with the particular statute or its judicial interpretatior. 

Capital gains, in a pure sense, derive from unanticipated changes 
in the value of capital assets. Since this latter value is obtained by 
discounting the expected stream of income of an asset over its life, 
unexpected changes in the stream or in the discounting factors will 
affect the capitalized value. This would include changes in the net 
receipts of the asset, in the interest rate, and in the attitudes of 
investors. These are the economic origins and the nature of capital 
gains. From the standpoint of the theorist, they differ from ‘‘ordi- 
nary’’ income only by virtue of their unexpected character. In com- 
mon usage, however, as well as in law, their meaning is not as refined 
and narrow as the concept described here. What is commonly re- 
ferred to as a capital gain is not always completely unanticipated 
and is often a mixture of the other types of factor-returns, 1.e., 
wages, rents, interest, and profits. 

Whether one employs the economist’s concept of ‘‘pure’’ capital 
gains or the more common usage of the term, there is little doubt 
that such gains, especially when realized, enhance the relative eco- 
nomic position of the recipient. For proof of this one need only ex- 
amine the financial histories of some of the wealthiest families. Yet 
one of the liveliest controversies in the tax literature concerns the 
appropriateness of taxing such gains as ordinary income. The pref- 
erential treatment accorded such gains in most countries, including 
Canada and the United States, reflects somewhat the success of that 
faction which argues against the inclusion of capital gains in taxable 
income. 


B. Caprrat Gains In THE UnitTep States 


After many years of experimentation with several techniques, the 
present American practice was adopted in 1942. The law divides 
capital assets into two groups, short-term and long-term assets, de- 
pending on whether held for more or less than six months. Long- and 
short-term capital gains of corporations and short-term capital gains 


of section 1231 (1954), although such treatment is not an automatic consequence of the 
application of section 1231. See discussion p. 99 infra, 
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of individuals are included in income and taxable at ordinary rates, 
while only 50 per cent of the long-term capital gains of individuals 
need be so included.** The result is that such long-term capital gains 
are taxed at half the marginal rate applied to ordinary income. Al- 
ternatively, both individuals and corporations may elect to be taxed 
on their net long-term gains at an effective rate of 25 per cent if 
‘‘such tax is less than the tax imposed’”’ by the preceding method. 

As a result of the 25 per cent maximum rate, these gains are taxed 
at half the ordinary rate only so long as they do not increase the tax- 
payer’s total taxable income above $18,000, the 50 per cent bracket. 
Since the effective tax rate on capital gains remains the same for 
marginal incomes above this level, while the ordinary rates continue 
to rise, the capital gains rate becomes a smaller and smaller pro- 
portion of the ordinary rate as income increases. This demonstrates 
the regressive effects of the present treatment of capital gains in 
the United States as well as its erosive features. 

In order to illustrate the breadth and scope of the preferential 
treatment of capital gains, more than a discussion of rate structures 
is necessary. What is also needed is a re-examination of the range 
of items to which this preferential treatment applies. The Code spec- 
ifies that capital gains can arise in ‘‘the sale or exchange of a cap- 
ital asset.’’ Thus, what is a capital gain depends very much on what 
is a capital asset,** and it is in the definition of the latter that the 
complexity of this whole issue arises. In its broadest sense, capital 
assets include all of the property held by the taxpayer and hence 
all income could well be capital gain ‘‘... for any moneys received 
by a taxpayer could readily be regarded as the result of the sur- 
render by him of ‘property’ in the form of either tangible assets or 
intangible property such as claims to moneys.’’ *® In order to render 
the concept useful, the Code thus allows these well-known exclusions 
from the capital asset definition : ©° 

(1) stock in trade of the taxpayer or other property of a kind which would 
properly be included in the inventory of the taxpayer if on hand at the close 
of the taxable year, or property held by the taxpayer primarily for sale to 


customers in the ordinary course of his trade or business ; 
(2) property, used in his trade or business, of a character which is subject 


46 T.R.C. § 1202 (1954). 

47 T.R.C. § 1201 (1954). 

48 Miller, The ‘‘Capital Asset’’ Concept: A Critique of Capital Gains Taxation, 59 
YALE L.J. 837, 1057 (1950). 

49 Surrey, Definitional Problems in Capital Gains Taxation, Joint CoMM. ON THE Econ. 
Report, 84TH Cona., Ist SEss., FEDERAL TAX PoLicy ror Economic GRowTH AND STABIL- 
1ry 404, 406 (Joint Comm. Print 1955). 

50 See I.R.C. § 1221 (1954). 
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to the allowance for depreciation provided in section 167, or real property 
used in his trade or business ; 
(3) a copyright, a literary, musical or artistic composition, or similar 


property ; 
(4) accounts or notes receivable . . . acquired in the ordinary course of 
trade or business for services rendered or from the sale of property described 


in paragraph (1) ; or 

(5) an obligation of the United States or any of its possessions, or of a 
State or Territory, or any political subdivision thereof, or of the District of 
Columbus, issued on or after March 1, 1941, and before January 1, 1955, on 
a discount basis and payable without interest at a fixed maturity date not 
exceeding one year from the date of issue. 


Congress, by these exclusions, intended to deny preferential cap- 
ital gains treatment to the everyday returns of the business and 
commercial world. This is what Surrey has referred to as the divi- 
sion between ‘‘business’’ and ‘‘investment’’ profits.*' In some cases, 
such as the net receipts of a department store and the profits on the 
sale of common stock by the average person, the division is rela- 
tively clear. In others, the distinction is not always evident. Was 
the property held for sale to customers or was the ultimate sale in- 
cidental? How many houses need an individual sell to make real 
estate his trade or business? The ‘‘stock-in-trade’’ or ‘‘inventory”’ 
criterion is thus not sufficient to describe the differences between 
‘‘business’’ and ‘‘investment’’ with the desirable precision. 

The 1934 definition of capital assets was similar to the present 
one, with one exception. It did not contain subsection (2), namely, 
the exclusion of depreciable property. Thus a problem arose in con- 
nection with capital assets which, although related to one’s business, 
were not the stock-in-trade of that business. Such assets would 
correspond to real property, such as buildings and machinery. Does 
the sale of such an asset yield a capital gain or ordinary income? 
As a first approximation the statute actually answered this query. 
Since such property was not specifically excluded from the capital 
asset concept, presumably it qualified for capital gains treatment. 
However, by the same token, losses incurred on the sale of such 
property were not ordinary but capital losses. 

As early as 1938, Congress recognized this problem, but from the 
potential loss side rather than the gain side: ™ 


It had been observed that the capital loss limitation had the effect of induc- 
ing taxpayers to retain in use obsolete and inefficient property or to abandon 








51 Surrey, supra note 49, at 407. 
52 Joint CoMM. ON THE Econ. Report, 84TH Cona., Ist Sess., THE FEDERAL REVENUE 


System: Facts AND ProsiEMs 15, 16 (Joint Comm. Print 1955). 








100 TAX LAW REVIEW [Vol. 17: 





it, instead of selling it on the open market. If the taxpayer kept the old 
property or abandoned it, he would be able to recover his full cost in the 
form of depreciation deductions or an abandonment loss. 


Thus, in order to facilitate more orderly and economical replace- 
ment of depreciable property, the statute excluded such assets from 
the definition of capital assets. In this way, Congress was able to 
permit full deductibility of any losses realized on sales of such prop- 
erty, since they were now ‘‘ordinary business’’ rather than ‘‘cap- 
ital’’ losses. 

While this provision was welcomed by some since it did not limit 
the deduction of losses, substantial opposition immediately ap- 
peared. By excluding such losses from the capital loss category, the 
statute would presumably also exclude any gains realized on sales of 
depreciable property from the preferential capital gains provision. 
In other words, such gains were treated at ordinary rates. As long 
as losses on the sale of such property were more prevalent than 
gains, there was little problem. However, with the advent of the war, 
such gains were becoming more frequent. This was caused by large 
involuntary conversions, in the form of wartime seizures and requi- 
sitions of plants by the government. To tax such gains at ordinary 
rates would produce the same difficulties which motivated Congress 
in the case of losses, namely, adverse effects on replacement prac- 
tices. In order to solve this apparent dilemma, that is, full deducti- 
bility of losses, on the one hand, and yet special treatment of gains, 
on the other, Congress enacted the now famous section 117(j) in 
1939, which permitted ordinary loss treatment in the case of net 
losses and capital gains treatment in the case of net gains. 

Section 117(j) applied, however, only to such losses and gains as 
arose out of involuntary conversion of depreciable real property. In 
1942, this provision was completely revised and broadened to include 
all sales and involuntary conversion of real property and depreci- 
able personal property if such properties were used in the tax- 
payer’s trade or business. Also included were involuntary conver- 
sions of all capital assets held for more than six months, thus making 
it possible for the involuntary conversion of a capital asset to result 
in an ordinary loss. This section was incorporated in section 1231 of 
the 1954 Code. 

What was originally intended to apply to real depreciable prop- 
erty was therefore soon broadened to other areas as well. In fact, 
there are probably few, if any, other examples in contemporary 
American tax history which demonstrate so clearly the process of 
erosion. Within a few short years section 117(j) treatment was per- 
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mitted by Congress on the sale of assets which were in no way re- 
lated to the issues which originally motivated the adoption of this 
preferential provision. Lacking an adequate definition of ‘‘capital 
asset,’’ Congress was forced into dealing with particular assets 
whenever pressure for some preferential treatment was brought to 
bear by interested parties. Instead of a general ruling, which is 
necessary to insure tax neutrality and to minimize inequity, there 
has been a succession of particularized additions to the Code in order 
to satisfy certain lobby groups and to ‘‘solve’’ certain problems, 
many of which were created originally by this very provision itself. 
Examples presently found in section 1231 include standing timber, 
coal royalties, livestock held for dairy breeding purposes, and unhar- 
vested crops. 

Many other types of income have received long-term capital gains 
status. Among these are lump-sum distributions from retirement 
plans,®* lump-sum termination payments,™ certain employee’s stock 
options, proceeds from the sale of a patent by an inventor,” as well 
as gains from sales in the areas of exclusive dealing arrangements,™ 
sales agencies, and favorable purchase contracts.” As a result of 
these amendments and subsequent court rulings, the capital gains 
tax base has expanded to include a great many sources of income 
which would otherwise be included in the ordinary income tax base.” 

The reasons for according this preferential treatment are varied. 
In some cases, it is a convenient way of providing relief to certain 
types of income; in others, it attempts to solve the problem of bunch- 
ing in lieu of any specific method of averaging; in still others, it has 
been used as an incentive device. ‘‘As a result, the differential tax 
treatment accorded capital gains has been extended to certain types 
of income representing compensation for personal services, to in- 
come arising from sales of assets representing the taxpayer’s stock- 
in-trade, and to amounts representing the accelerated receipt of fu- 
ture income.’’ ®t Consequently, the income tax base is reduced in size, 
different types of income are subjected to different rates, thus intro- 
ducing inequity and reducing the total tax yield; and finally, the 


58 T.R.C. § 403 (1954). 

54 T.R.C. § 1240 (1954). 

55 As described in I.R.C. § 421 (1954). 

56 T.R.C. § 1235 (1954). 

57 I.R.C. § 1241 (1954). 

58 Ibid. 

59 T.R.C. § 1234 (1954). 

60 See, ¢.g., Miller, Capital Gains Taxation of the Fruits of Personal Effort: Before and 
Under the 1954 Code, 64 YALE L.J. (1954). 

61 See note 52 supra. 
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preferential treatment of capital gains induces the taxpayer to 
search for ways of converting his ordinary gains into capital gains. 


C. Caprrat Gatns In CANADA 


The influence of British rather than American jurisprudence on 
Canadian tax practice is nowhere more evident than in the treatment 
of capital gains. Along with some other Commonwealth members, 
Canada completely excludes the capital gains of individuals and cor- 
porations from taxable income. Since such gains are taxed in the 
United States, albeit at reduced rates, it might appear that the cap- 
ital gains treatment has caused greater reduction of the tax base in 
Canada than in the United States. This would be true if both coun- 
tries employed the same definition of capital gains. However, in the 
light of the fact that the capital gains concept in Canada is much nar- 
rower than in the United States, no meaningful statement can be 
made concerning the degree of erosion in one country relative to the 
other. 

As previously noted, the difference between ordinary income and 
capital gains is not always explicit in the American statutes. In the 
case of Canada, this deficiency in the Code is even greater. While the 
original Act contained a positive statement and definition of income, 
the present statute, based on the Income Tax Act enacted in 1948, 
does not do so for either income or capital. One writer suggests that 
‘*there are certain indications in the Act that the word ‘income’ is 
not intended to include capital gains.’’ * The evidence of this con- 
tention is extremely scanty and not nearly explicit enough to deter- 
mine the tax treatment of capital gains. To accomplish this, one must 
turn to the courts and their decisions. It should be mentioned at this 
point that since Canadian jurisprudence has relied heavily on Brit- 
ish precedents, the many decisions embodied in English case law con- 
cerning the difference between income and capital gains has influ- 
enced the Supreme Court of Canada.® 

The Income War Tax Act “ in Canada defined income in terms 
which appeared to be broader than those contained in the British 
statutes. However, the Supreme Court of Canada specifically stated 
that its interpretation of the statute would follow British jurispru- 
dence. That it carried out this intention is apparent from some of 


62 PETRIE, THE TAXATION OF CORPORATE INCOME IN CANADA 35 (1952). 

63 For a detailed discussion, see Goffman, The Tax Treatment of Capital Gains in 
Canada, 14 Nat’. Tax J. (Dec. 1961). 

64 CaN. Stat. ch. 28 (1917). 
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the early decisions.® The present Canadian tax statute, enacted in 
1949,°* did not, however, guarantee that the same reliance on British 
courts would continue. Since the new Act ignored completely the old 
definition of income, it became a matter of conjecture whether the 
Canadian courts were likely to interpret the word ‘‘income’’ in its 
broadest sense, as the American courts had done, rather than in the 
manner of the English courts. The evidence thus far seems to indi- 
cate an interpretation much broader than that of the British. 

Although the realization of a profit on the sale of a capital asset 
does not necessarily constitute carrying on a business, such profits 
are taxable if the venture is closely connected with a business activ- 
ity which is already carried on. Thus, the sale of standing timber by 
a logging firm yields a taxable profit for two reasons: first, the com- 
pany intended to make a profit on the timber when it agreed to a cut- 
ting contract; and second, the sale of standing timber is a venture 
related to logging.® This is in direct contrast to the treatment of 
similar ventures in the United States where standing timber is con- 
sidered a section 1231 asset and hence receives capital gains treat- 
ment. 

Even if the transaction is unrelated to the taxpayer’s ordinary 
course of business, the original intent of the taxpayer when he ac- 
quired the asset may result in the gain from its sale being classified 
as income. Thus the profits realized from the sale of frozen eggs by 
an employee of a packing company were considered as taxable.® The 
significance of this decision was not obvious at first. However, closer 
examination has led one writer to observe ‘‘that it is a short step 
from the taxation of the profit made from the speculative ventures 
in egg trading to the taxation of gains made in casual stock market 
speculation or, indeed, in any type of speculation.’’ ® The plausibil- 
ity of this opinion has been supported by several subsequent de- 
cisions of the courts and the Appeal Board. 

Even an isolated transaction is taxable if the profit motive can be 
proven. For example, profit realized by two carpenters on the resale 
of lumber salvaged from a lumber yard greatly damaged by fire was 
held to be taxable as resulting from an undertaking in the nature of 


65 See, e.g., Anderson Logging Co. v. The King, Sup. Ct. Rep. 49 (1925) ; Merritt Realty 
Co. v. Brown, Sup. Ct. Rep. 187 (1932). 

66 Can, Stat. ch. 52 (1947-1948). 

67 Cabus Creek Logging Company, Ltd. v. Minister of National Revenue, 3 Can. APP. 
Bp. 305 (1951). 

68 Brown v. Minister of National Revenue, 1 Can. App. Bp. 461 (1950). 

69 PETRIE, THE TAXATION OF CORPORATE INCOME IN CaNnaDA 43 (1952). 











104 TAX LAW REVIEW [Vol. 17: 


trade.” In cases where the profit intention seems just as obvious 
though, the courts have rendered opposite decisions. Profits realized 
by a lawyer within one year on three occasional transactions (pur- 
chase and resale of a gas lease, a salt lease, and a quantity of gas- 
pipe) were held to be non-taxable capital gains.” 

Despite years of experience and an abundance of litigation, the 
distinction between income and capital gains is not a clear and sim- 
ple one. In line with British jurisprudence, capital gains are com- 
pletely excluded from taxation in Canada. Furthermore, the criteria 
applied to capital gains are basically those which have evolved under 
the British system. This entails an examination of all facets of the 
transaction in question: its nature and frequency, its relationship 
to the ‘‘trade’’ of the taxpayer, and, perhaps most important, the 
intentions of the taxpayer in originally purchasing the particular 
asset. However, the Supreme Court of Canada, as well as the Appeal 
Board, has over the past fifteen years shown a very marked move- 
ment away from British precedents. The bulk of the recent decisions 
appear to favor an expansion of the income tax base at the expense 
of ‘‘capital gains.’’ This has resulted from a more rigid application 
of the capital assets criteria than has been the case in the United 
Kingdom. Nevertheless, capital gains are still recognized by the 
Canadian courts and to this extent constitute an erosive force, since 
such gains are not subject to taxation. Any lessening of this form of 
erosion has occurred because of the shrinkage in the capital assets 
category and not because of an over-all change in policy concerning 
the taxation of capital gains. This was stated explicitly in the 1950 
budget speech by the Minister of Finance, the Honourable D. C. Ab- 
bott: ‘‘Perhaps I might also take this opportunity, in view of recent 
public interest in the question, to assure the house that it is not the 
policy of the government to tax capital gains.’’ ™ 

The preferential provisions governing capital gains and the in- 
creasing progressiveness of the rates on ordinary income have made 
it extremely profitable for taxpayers to arrange their affairs so that 
their receipts are subject to the former levy rather than to the latter. 
This is apparent from the development of a large body of relevant 
avoidance techniques. In general, these devices are based on the ac- 
cumulation of income within a business or property and then selling 
the asset and having it deemed a ‘‘capital asset.’’ Perhaps the sim- 
plest case is the retention of earnings by corporations in lieu of pay- 


70 Freoschel v. Minister of National Revenue, 54 D.T.C. 518 (1954). 
71 No. 238 v. Minister of National Revenue, 9 D.T.C. 127 (1955). 
72 HousE or Commons, DEBATES 1217 (Ottawa, Mar. 28, 1950) ; emphasis added. 
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ing dividends to its stockholders. To the extent that this aceumula- 
tion is reflected in the value of the stock, ordinary profits can be 
transformed into capital gains. To a great extent, this has rendered 
ineffective all the effort spent in excluding everyday business profits 
from the definition of capital assets. 

The magnitude of the erosion of the income tax base due to the 
preferential treatment of those types of gain which are classified as 
capital gains is difficult to estimate. In the United States net long- 
term capital gains for individuals amounted to over eight billion 
dollars in 1957. Since only 50 per cent of this figure is included in 
adjusted gross income, it is certain that about four billion dollars 
escaped taxation completely.”* Furthermore, the remaining half is 
subject to the ordinary rates only for income classes under $18,000. 
Those taxpayers above this income class are permitted the alterna- 
tive tax, a flat 50 per cent. Since this rate is below the ordinary tax 
rates at such levels, the alternative tax permits additional tax sav- 
ings and hence results in additional erosion. The fact that about one- 
third of all net long-term capital gains are realized by persons above 
the $18,000 income class may suggest its magnitude. One writer has 
established a tax loss of one billion four hundred million dollars as 
a result of this provision and an additional one billion two hundred 
million dollars as a result of unrealized gains transferred by gift or 
death.” 

No such quantitative suggestions can be made for Canada. Since 
net accretions to wealth which are classified as capital gains are com- 
pletely non-taxable, their magnitudes do not appear on the tax 
forms, and hence are not available in the official statistics. Further- 
more, it is hardly possible to make even a qualitative statement of 
the erosion due to capital gains treatment in Canada relative to the 
United States. The reason for this rests with differences in the two 
systems. Although such gains are taxed, albeit preferentially, in the 
United States, the concept is much broader than in Canada. In terms 
of rates, the erosive force appears to be greater in Canada; in terms 
of the capital gains base, however, the opposite is true. The net re- 
sults cannot be determined except to state that a substantial reduc- 
tion in the income tax base, and hence in the revenue yield of this 
tax, occurs. Furthermore, both systems have introduced inequity 
into their structures, since taxpayers in similar income positions 


73 Net long-term gains reported for tax purposes amounted to $4.1 billion. U. 8. Inv. 
Rev. SERV., op. cit. supra note 42, at 5. 

7 Pechman, What Would A Comprehensive Individual Income Tax Yield?, 1 Tax Rev. 
Comp., ComM. ON WAYS AND MEANS 251, 279 (Comm. Print 1959). 
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would not necessarily have the same tax liabilities. This has led to an 
increase in litigation as well as the manipulation of the economic 
affairs of taxpayers so as to take advantage of the capital gain pro- 
visions. As a final measure, pressure has been placed on the legis- 
latures, especially the Congress of the United States, so to amend 
the existing statutes as to include other forms of income in the cap- 
ital asset category. 


V. Personat ExEMpPTIons 


The preferential provisions discussed thus far have been con- 
cerned with types of receipts which for one reason or another are 
not included in the legal concept of income. These exclusions may 
have been due to constitutional limitations, as in the case of tax- 
exempt bonds in the United States; to erroneous economic analysis 
on the part of the judiciary, as in the case of capital gains in Canada; 
to tradition, as in the case of certain forms of non-money income; or 
to humanitarianism, as in the case of social security benefits. What- 
ever the reason, these items, although shown to be income in an eco- 
nomic sense, are not so considered in a statutory or judicial sense, 
and are therefore not included in the initial gross income concept. 
The result is considerable reduction of the tax base and inequity 
among taxpayers. 

The sum of all receipts which are considered income for tax pur- 
poses is still not the aggregate which is ultimately liable to the in- 
come tax. The reason for this is that gross income, once it is com- 
puted, is subjected to a great many subtractions in order to arrive 
at the actual tax base. These subtractions, referred to as exemptions 
and deductions, comprise the largest part of the erosive factors 
which are to be examined in the remainder of this study. It should be 
noted that these factors differ markedly from those which have al- 
ready been examined. While the exclusions are receipts not included 
in the gross income concept, the subtractions are so included. Their 
erosive feature lies in the fact that they are not part of taxable in- 
come. Furthermore, while exclusions are of particular types of in- 
come, based on the source, the exemptions and deductions depend on 
the particular recipient and the method in which the income is dis- 
posed of. 

The exemption itself is basically a tax-free amount of income 
which was originally intended to apply on a flat per capita basis. In 
recent years, however, special provisions favoring selected groups 
of taxpayers have appeared even in this area. The personal and de- 
pendent exemption has been present in all of the Canadian and 
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American statutes which have ever been enacted and, to this writer’s 
knowledge, exists in all other countries as well. It is generally ac- 
cepted that this special provision was intended to exclude from the 
tax the amount of income deemed necessary for a minimum of sub- 
sistence. Whether or not this reason for the exemption is valid is 
open to question. Professor Paul Strayer, for example, has said: ™ 

... A review of the history of income taxation in this country [United 
States] and in England from its first use in 1799 leads to the conclusion that, 
in spite of the claims of many writers in the field of taxation, the exemption 
of a minimum of subsistence from all taxation has never been seriously at- 
tempted. Actual policy has been determined by revenue requirements, ad- 
ministrative capacity, and political considerations. 

The evidence certainly supports Professor Strayer’s conclusions. 
In both Canada and the United States, the exemption levels have 
never been related to minimum subsistence levels. Until World War 
II, the exempted amount was so far above this level that only a rela- 
tively few wealthy individuals possessed taxable income.** With the 
advent of the war and the resulting demands on government finance, 
the income tax was transformed from a class tax to a mass tax. This 
was accomplished by lowering the exemption levels at a time when 
per capita incomes were rising. This broadening of the individual 
income tax base in both countries so as to includé low income families 
has been one of the most significant developments in the field of pub- 
lic finance. However, this reduction in the basic exemption accrued 
during a period of rising prices, so that while the level was above 
subsistence during the pre-war period, it has hardly been sufficient 
ever since. 


A, PrersonaL Exemptions In CANADA 


Since 1949 the personal exemptions in Canada have remained vir- 
tually unchanged. Single taxpayers may deduct $1,000 from their in- 
comes, while taxpayers with ‘‘married’’ status qualify for an addi- 
tional $1,000 deduction.” To be permitted the ‘‘married’’ allowance, 
the taxpayer must be supporting a dependent. In addition, the tax- 
payer may claim additional exemptions for his dependents. For each 
child or grandchild who during the year was wholly dependent upon 


75 Strayer, The Significance of Exemptions and Deductions for Low-Income Taxpayers, 
Joint CoMM. ON THE Econ. Report, 84TH CoNnG., 1st SEss., FEDERAL TAX POLICY FOR 
EconoMIc GROWTH AND STABILITY 338, 339 (Joint Comm. Print 1955). 

76 In 1936, e.g., 5.2 million returns were filed in the United States and less than two 
hundred thousand in Canada. In 1954 the figures were 57 million and 3.5 million, 
respectively. . 

17 Can. Rev. Stat. ch. 148, § 26(1) (a)-(b) (1952). 
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him for support, he may claim $250 if the child qualified for family 
allowance and $500 if the child was not so qualified.” 

Another category of dependents exists which enables the taxpayer 
to claim further exemptions. This includes ‘‘ other dependents, ’’ that 
is, dependents other than the children of the taxpayer, and permits 
one to deduct from his income an amount expended by him during 
the taxation year for the support of: (a) a parent or grandparent 
dependent by reason of mental or physical infirmity; and (b) a 
brother or sister if under 21, or if over 21, mentally or physically in- 
firm. The amount deductible, however, may not exceed $250 if the 
person is a child qualified for family allowance and $500 if not so 
qualified.” 

A final type of exemption in Canada is tailored to particular 
groups. A taxpayer who has attained the age of 65 years before the 
end of the tax year is entitled to deduct $500 in addition to his other 
deductions.® Hence, a taxpayer, aged 68, who is married with no de- 
pendents, has a total exemption of $2,500. A totally blind person or a 
person confined to bed or wheelchair throughout the whole of the 
year may deduct $500 from his income in addition to other deduc- 
tions, provided he did not deduct the expenses of an attendant en- 
gaged on account of his blindness, illness, injury, or affliction.* 
Neither the blind nor the aged provisions apply to the taxpayer’s 
spouse. 


B. Persona EXEMPTIONS IN THE UNITED STATES 


From a high of $1,500 for single and $3,500 for married taxpayers 
in 1926, personal exemptions in the United States declined inter- 
mittently during the ensuing period, finally stabilizing at their pres- 
ent levels in 1948. Exemptions in the United States, unlike Canada, 
are all of the same amount, $600 per exemption. Thus, a single man 
with no dependents may deduct $600 from his gross income, while a 
married taxpayer is entitled to a $1,200 deduction.* In the case of 
the married taxpayer, however, this double exemption applies only 
if the husband and wife file a joint return, or if one of the spouses, 
the husband, for example, files a separate return and his wife has no 
gross income.** 

With the personal exemption, the American statute also provides 


78 Can. Rev. Star. ch. 148, § 26(1) (c) (1952). 
79 Can. Rev. Star. ch. 148, § 26(1) (d) (1952). 
80 Can, Rev. STAT. ch. 148, § 26(1) (e) (1952). 
81 Can. Rev. Sram. ch. 148, § 27(1) (d) (1952). 
82 ILR.O, § 151(b) (1954). 
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for additional exemptions of $600 for each dependent. These exemp- 
tions are permitted if certain conditions are met regarding support, 
relationship, and dependent’s gross income.* Once the support test 
is met, the taxpayer may claim the $600 exemption for each of his 
children under 19, or if over 19, a full-time student at an accredited 
educational institution. The amount of the child’s or student’s earn- 
ings is imuaterial. Taxpayer’s children who do not fall into the 
above two categories may be claimed as dependents in the same way 
as ‘‘other’’ dependents, if they satisfy all of the necessary condi- 
tions.®® 

The taxpayer may be entitled to exemptions for certain other indi- 
viduals if he provides at least one-half of their support.** The speci- 
fied classes of relationships claimable are as follows: (a) children 
(over 19 and not at school); (b) grandchildren; (c) stepchildren; 
(d) brothers and sisters, stepbrothers, and stepsisters; (e) parents 
and their ancestors; (f) brother’s or sister’s children; (g) either 
parent’s brothers or sisters; (h) son-in-law, daughter-in-law, 
mother-in-law, father-in-law, brother-in-law, and sister-in-law; (i) 
an individual living with the taxpayer as a member of the household; 
(j) a descendent of a brother or sister of the mother or father of the 
taxpayer, e.g., a cousin, who is receiving institutional care on ac- 
count of a physical or mental informity and who before receiving 
such care was a member of the same household as the taxpayer. A 
comparison of the relationship tests in Canada and the United 
States reveals the broader nature of the term ‘‘dependent’’ in the 
United States.** This inevitably leads to a greater number of de- 
pendent exemptions than is permitted in Canada. 

Once the support relationship tests have been met and satisfied, 
the taxpayer may claim a $600 deduction for each of his ‘‘other de- 
pendents’’ if one further test is satisfied, the gross income test. The 
dependent’s gross income must be less than $600. Since 1954 this test 
does not apply to ‘‘child’’ dependents who are under 19 or who are 
students. Such dependents, if they earn more than this statutory 
amount, are required to file their own returns and may claim a per- 
sonal exemption. For example, assume that taxpayer A contributes 
$1,300 to his 20-year-old son in order to help defray the $2,000 an- 
nual costs of attending a university. This is more than one-half the 
son’s support. The student earns the remaining $700 during the 
summer months. Taxpayer A is entitled to the $600 exemption for 


84 I.R.C. §§ 151(c) and 152 (1954). 
85 I.R.C. § 151 (1954). 

86 I.R.O. § 152 (1954). 

87 Ibid. 








110 TAX LAW REVIEW [Vol. 17: 


his son, even though the son must file his own return and may claim 
a $600 exemption for himself. The result of this is a double exemp- 
tion for the same individual. In the case of ‘‘other’’ dependents, no 
such provision is available. 

As in Canada, additional $600 exemptions are permitted in the 
United States for taxpayers beyond a certain age and those suffer- 
ing from blindness.** A person over 65 years of age may claim a $600 
exemption. This same exemption is available for the taxpayer’s 
spouse as well. Similarly, a taxpayer may claim a deduction for 
blindness for himself and/or his spouse if the statutory definition of 
blindness is satisfied. On a joint return, then, it is possible that there 
be from two to six personal exemptions in addition to any depend- 
ency exemptions. The maximum personal exemption, $3,600, may 
be claimed if both the taxpayer and his spouse are over 65 and blind. 


C. Erosive Errects or Exemptions 


Personal and dependent exemptions may have some justification 
from the standpoint of humanitarianism and social welfare. Such a 
criterion, however, is outside the realm of this study. From the 
standpoint of this study, it must now be demonstrated that these 
statutory exemptions result in considerable reduction of the income 
tax base as well as an introduction of inequity (as we have defined it) 
into the tax system. Because of these two effects, exemptions are con- 
sidered an integral part of the erosion problem. They not only re- 
duce the tax bases in both countries by more than 50 per cent, but 
also introduce considerable inequity between taxpayers of similar 
income positions. The most obvious inequity is between taxpayers 
with dependents and taxpayers without dependents. Even though 
both such taxpayers may receive the same initial statutory incomes, 
the former would have a smaller taxable income, and thus a smaller 
tax liability, than the latter. The impact of this is felt particularly 
by the unmarried taxpayer who, in contrast to a married taxpayer, 
is not likely to have as many dependents. 

Another anomaly which exists in the area of exemptions concerns 
the dependency status of children under 19 and of those over 19 who 
are attending school. Until 1954 such dependents were subject to the 
$600 gross income test just as other dependents. This presented a 
problem the moment the child’s income exceeded the $600 limit, since 
the parent would then lose a full exemption worth at least $120 in 
taxes. For a small range of the child’s income, the marginal rate in 
effect was more than 100 per cent. The effect was to create much re- 
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sentment on the part of taxpayers and, in an indeterminate number 
of cases, to discourage further work by individuals who had the op- 
portunity to earn somewhat more than $600. 

To solve this difficulty, a ‘‘notch’’ provision was enacted in Can- 
ada.*® In the United States, however, the problem was ‘‘solved’’ in 
the 1954 Code by merely eliminating the $600 gross income require- 
ment for children. In other words, the parent need not account for 
the child’s income and is permitted the exemption regardless of how 
much the child earns. At the same time, if the child’s income exceeds 
$600, he must file his own return and may claim his own personal ex- 
emption. This provision, in effect, grants a double exemption where 
it is least justified. When a son under 19 earns more than $600, the 
family is entitled to two exemptions for him; if, on the other hand, 
the son has no income, only one exemption is allowed. One estimate 
of the reduction in the tax base due to this revision is three hundred 
million dollars. 

This solution to the notch problem, together with the additional 
provision in the 1954 Code which extended the child dependent cate- 
gory to those over 19 who are attending college, has given rise to 
another issue. If a son over 19 attends college, one exemption is al- 
ways permitted, and two-may be claimed if he earns his own income. 
The same son may not be claimed as a dependent if he does not enter 
college, even if he earns no income at all. It has been suggested by 
one writer that this could ‘‘be regarded as highly discriminatory as 
between those parents who can and cannot afford to send their chil- 
dren to college.’’ * 

One last defect in this solution is that it offers no ‘‘relief’’ for 
dependents other than children. If the past is any indication, it 
should not be too long before taxpayers who support other relatives 
earning more than $600 will be demanding equal treatment. This, in 
turn, will further reduce the tax base. 

A further area of inequity results from the additional relief ex- 
emptions granted to the aged and the blind. In the United States a 
married couple over sixty-five now receive $2,400 exemptions, and 
since 1954 are permitted a tax credit of $240 on their retirement in- 
come. Such a couple will not pay any income tax if their retirement 
income does not exceed $4,000. To this may be added their tax-free 
old-age insurance benefits under the Social Security Act. Assuming 
these benefits to be $1,200 annually, this couple may receive $5,200 
per annum without having to bear any tax burden at all. At 1958 

89 CaN. Rev. Star. ch. 148, § 32(8) (1952). 
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rates a similar couple under 65 with adjusted gross income of $5,200 
would pay $696 in taxes. In Canada, such discrepancies in the tax 
burden are not nearly so great, since the only additional benefits the 
older couple would receive is one exemption worth $500. Even this 
deduction, however, does lead to some inequity among taxpayers. 
As a result of the increased life expectancy and the maturing of the 
high birth crops of the past years, a much larger proportionate num- 
ber of old-age exemptions may be expected to be claimed in the fu- 
ture, thus eroding the tax base even further. 

Only a word need be said concerning the provision for the blind. 
There is no doubt that it reduces the tax base and introduces inequity 
into the law because different tax liabilities are imposed on tax- 
payers who are blind (or disabled in Canada) and those who enjoy 
good vision. Although there can be no question that this provision is 
a source of erosion, it would not be amiss to examine the logic of the 
justifications offered for this provision. It is difficult to understand 
why only the blind are granted preferential tax treatment, as many 
other people suffer from maladies with unfavorable economic con- 
sequences which are just as severe. It appears therefore that there 
is greater consistency in the broader Canadian practice.®” 

Presumably, the rationale behind these deductions is that the tax- 
payer who is blind or disabled is required to spend more than other 
taxpayers out of a given income for abnormal medical expenses. This 
is a reasonable assumption. However, the income tax cannot and 
should not be distorted into what Professor Vickrey has aptly called 
‘“an ill-advised attempt to make it perform the functions of accident 
and health insurance.’’ * The tax base is made up of actual earnings 
and has nothing to do with one’s cost of living. In so far as physical 
disabilities impair one’s earning ability, a smaller tax burden is im- 
posed, and no special allowances can be granted without directly 
contradicting the revenue and equity criteria as they are used in this 
study. For these reasons such provisions are included here as factors 
contributing to the reduction of the income tax bases in Canada and 
the United States. 


VI. Personat Non-Business Depuctions 


The personal deductions permitted under the income tax laws in 
Canada and the United States have increased in scope over the 
years. These deductions are not to be confused with business deduc- 
tions which are the necessary costs of earning income and completely 


92 See discussion p. 108 supra. 
98 VIOKREY, op. cit. supra note 2, at 135. 
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justifiable under a net income concept. The personal deductions dif- 
fer from these in that they may be claimed for expenses incurred 
which are not ‘‘closely related’’ to the earning of income. Although 
there is no recorded explanation for many of these deductions, it ap- 
pears that their purposes are (a) to supplement the personal exemp- 
tions when there are large, necessary, and unusual personal expendi- 
tures, (b) to provide subsidies to particular taxpayers, and (c) to 
continue certain traditional practices. 


A. INTEREST AND TAXES 


Since the enactment of the 1913 income tax statute in the United 
States, interest on personal indebtedness has been a deductible item. 
This includes interest on mortgages, personal loans, and installment 
loans. Until 1954, the practice was to allow this deduction only if the 
interest was stated separately and not included along with carrying 
charges, as is the case in many installment-type loans. The most 
recent Code, however, changed this practice, so that in cases where 
the interest charge cannot be ascertained ‘‘the contract shall be 
treated as including interest equal to 6 per cent of the average un- 
paid balance under the contract during the taxable year.’’ ** No com- 
parable provision exists in the Canadian statutes. In that country, 
interest is deductible only if the borrowed money is for the purpose 
of earning income from a business or property. 

A further personal deduction allowed in the United States but not 
in Canada concerns state and local taxes which are not connected 
with a trade or business.® Thus, some taxes are deductible not be- 
cause they are an ‘‘expense’’ but rather because they are a tax. 
These include property, income (not federal), license, franchise, 
sales, excise, stock transfer, capital stock, use, severance, gasoline, 
tobacco, oil, bank, and utility taxes. The only comparable treatment 
in Canada is in the area of the income tax. Where such a tax is levied 
by a provincial government, the taxpayer is entitled to certain de- 
ductions from the federal income tax.® Several of the other local and 
provincial taxes may be deducted only if they are related to ‘‘trade 
or business.’’ Thus, for example, the municipal tax on property 
which does not produce ‘‘income’’ is not deductible. 

The Canadian practice concerning interest and taxes is much more 
consistent than the American, since little imputed income is included 


94 L.R.C. § 163(b) (1) (B) (1954). 

95 I.R.C. § 164 (1954). 

96 Can, Rev. Stat. ch, 148, § 33 (1952). The only province to which this provision is 
presently applicable is Quebec. The other provinces have entered into tax agreements with 
the government of Canada in which they have agreed not to impose income taxes. 
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in either country’s tax base. If all such income were included, then it 
could be argued that the American practice is logical. This can best 
be illustrated in the case of housing services. The provisions for the 
deduction of property taxes and mortgage interest are logical only 
as deductions from gross rent. As long as imputed rents are not in- 
cluded, these provisions serve only to increase discrimination. The 
mortgagor, that is, the homeowner with only part-equity ownership 
in his home, has been given an advantage similar to the complete 
owner by virtue of the interest deduction, and both have been given 
considerably more advantage than the tenant by virtue of the prop- 
erty tax deduction. Thus, not only are they not required to report 
the income earned on their homes, but they may also deduct some of 
the expenses incurred in earning this non-taxable income.” 

The deduction permitted for local, state and provincial income 
taxes likewise reduces the federal income tax bases in Canada and 
the United States. However, from a practical point of view, the 
present high rates necessitate such a provision lest the combined 
marginal rate of tax exceed 100 per cent. It has also been argued that 
since rate schedules vary significantly among states and localities 
and are generally progressive, ‘‘a person’s economic status before 
levying the federal income is properly measured after a state or 
local income tax.’’ 

Similar justifications are not applicable to the sales and excise tax 
provisions. Before 1942 only some of these were deductible, based on 
very arbitrary distinctions. The Revenue Act of 1942 permitted the 
deduction of sales taxes if the amount of the tax was separately 
stated.® Permitting only the deduction of those direct taxes which 
can be segregated discriminates against those who consume in such 
ways that the tax cannot be segregated. For example, with regard to 
gasoline taxes, there is discrimination between the car owner and 
the bus or taxi rider. 


B. Mepicat Expenses 


The Canadian floor for deductible medical expenses is, to some ex- 
tent, lower than that established in the United States. The base from 
which the floor is calculated is theoretically smaller in Canada than 


97 For numerical examples of this discrimination, consult White, Deductions for Non- 
Business Expenses and an Economic Concept of Net Income, Joint CoMM. ON THE Econ. 
Report, 84TH ConG., Ist SEsSs., FEDERAL TAx PoLicy ror EcoNoMICc GROWTH AND STABIL- 
Iry 353, 359 (Joint Comm. Print 1955). 

98 Id. at 361. 

99 Ch. 619, §° 122, 56 Stat. 798, 820 (1942); this provision appears today as I.R.C. 
§ 164(c) (1) (1954). 
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in the United States. In computing net income in Canada, the tax- 
payer may deduct all of his business expenses from gross income, 
while the American may deduct most but not all of his business ex- 
penses, when computing adjusted gross income, which is the base 
from which the deduction is calculated.’ For example, not all em- 
ployee business expenses are deductible in arriving at adjusted 
gross income in the United States, although they are all deductible 
in the ultimate determination of taxable income. Furthermore, be- 
cause of the 1957 revision in the United States which established a 
separate floor for drugs, the over-all floor on United States medical 
expense deductions is somewhat higher than three per cent. Conse- 
quently, it is possible for a Canadian to deduct more than his Amer- 
ican counterpart, even though their circumstances are otherwise 
identical. On the other hand, the maximum deduction permissible in 
the United States is two and a half times as high as that in Canada, 
thereby enabling much larger medical deductions to be taken. 

One final difference, which is perhaps of more significance, is the 
treatment of medical and hospital insurance.’ In the United States, 
the premiums on this type of insurance are deductible as a medical 
expense,?” but those medical expenses compensated by the insurance 
are not deductible by the insured.?** Somewhat the opposite situation 
exists in Canada. Although premiums on medical and hospital in- 
surance may not be deducted as a medical expense, those expenses 
covered by insurance are deductible.™ 

It is difficult to conclude which of these two systems for treating 
health insurance leads to more erosion on a relative basis. It is 
suggested that for either country the aggregate premiums paid to 
insurance companies will be larger than the aggregate benefits re- 
ceived by the insured. If this is true, then the American system per- 
mits relatively larger aggregate deductions than is the case in Can- 
ada, since total premiums must cover not only total benefits received 
but also overhead costs and profits. 

Only a part of total medical deductions may be considered as con- 
tributing to the erosion problem. Since such expenses are involun- 
tary and unpredictable and do not provide satisfaction in the usual 
sense, it has been argued that ‘‘... they represent a nonconsumption 
exercise of claims and are thus a negative component of income.’’ 1” 


100 T.R.C. §§ 62, 213 (1954). 

101 I.R.C. § 218 (1954) ; Can. Rev. Sra. ch. 148, § 27(1) (c) (1952). 
102 T.R.C. § 213(e) (1) (A) (1954). 

108 T.R.C. § 213(a) (1954). 

104 CCH, CANADIAN MasTER TAx GUIDE { 864, 160 (1959). 

105 White, supra note 97, at 362. 
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This argument supports the view that the income tax should, as one 
of its functions, be construed as a form of insurance. Because of this 
deduction, the over-all tax rate structure is higher than it would 
otherwise be. This effect on the tax liability of an individual may be 
considered as a ‘‘premium.”’ 

There is no disagreement here with the contention that medical 
expenses are involuntary, unpredictable, unpleasant, and often un- 
insurable in the private sector. This merely points up the presence 
of a ‘‘medical insurance problem.’’ Perhaps one can then argue con- 
vincingly that the state should play some role in alleviating this 
problem. But it does not follow that the vehicle for such an insurance 
scheme should be the income tax. Indeed, it appears to be somewhat 
inconsistent to adopt a ‘‘welfare’’ scheme which enables those with 
higher incomes to obtain more financial relief via tax savings than 
can be had by those with lower incomes, given the same level of 
medical needs. 


C. CHARITABLE CONTRIBUTIONS 


In both Canada and the United States, the tax statutes seem to 
reflect the attitude that private philanthropy should be encouraged. 
It may be that such an objective is morally desirable and, in fact, a 
necessary alternative to centralized control of many social welfare 
activities. However, despite its apparent virtues, the deductibility 
of charitable contributions is hardly consistent with a tax on net in- 
come and consequently is included here as contributing to the nar- 
rowing of the income tax base. 

In Canada, the aggregate of gifts made by the taxpayer in the year 
to charitable organizations in Canada, the Crown, and Canadian mu- 
nicipalities may be deducted up to ten per cent of net income.’ In 
order to constitute a charitable donation, the amount claimed as a 
deduction must have been transferred in the form of a gift. For ex- 
ample, a reduction on the sales price of property sold to a charitable 
organization does not qualify as a gift.’ Unlike the United States, 
no specific list of approved charities exists, and all such organiza- 
tions are approved or disapproved by the Minister of National Rev- 
enue as the cases arise. In general, an organization is charitable if 
all of its resources are devoted to charitable activities which it car- 
ries on itself. Whether or not an organization carries on ‘‘chari- 
table’’ activities for purposes of this provision will depend upon 
whether or not it comes within any of the general categories estab- 


106 CAN. Rev. Stat. ch. 148, § 27(1) (a) (1952). 
107 Gaudin v. Minister of National Revenue, 9 D.T.C. 385 (1955). 
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lished as charitable in common law.’ These include religious, edu- 
cational, and philanthropic organizations, as well as certain clubs 
and societies organized and operated exclusively for social welfare, 
civic improvement, ete. 

The charitable deduction limit for individuals in the United States 
remained at a fixed 15 per cent of adjusted gross income from 1917 to 
1952, when it was raised to 20 per cent.’ The 1954 Code permits in- 
dividuals an additional ten per cent deduction for contributions to 
regular educational institutions, hospitals, and churches, and med- 
ical research organizations.’ Furthermore, if in the taxable year 
and in eight onc of the ten preceding years the amount of charitable 
contributions plus the amount of income tax exceeds 90 per cent of 
the taxpayer’s taxable income, computed without regard to this de- 
duction, then this deduction is unlimited. 

There can be little question that this deduction is a source of ero- 
sion. It has little, if anything, to do with one’s earning an income and 
is based on the manner in which an individual disposes of his income. 
In addition, since charitable contributions are a voluntary allocation 
of funds, they are presumably more gratifying than expenditures on 
goods and services and may not, therefore, be considered different 
from ordinary consumption expenditures. One can hardly objectively 
defend this provision which distorts the neutrality of the income tax. 
By permitting the deduction of one kind of expenditure rather than 
another, the statute discriminates against people according to their 
philanthropic dispositions. Thus, charitable contributions are a 
personal form of expenditure and consequently should not be ex- 
cluded from income tax; moreover, the deduction of such expenses 
also results in inequity between taxpayers who do and do not make 
such contributions. 

It is often argued that this provision is, from a practicable stand- 
point, very desirable, since it reduces the need for certain types of 
public expenditure. This is only partly true. Although private sup- 
port of certain welfare institutions eliminates the necessity for di- 
rect government subsidy, the deductibility from taxable income of 
such private contributions is tantamount to an indirect or hidden 
government subsidy to those institutions selected by the taxpayer. 


108 For the relief of poverty, the advancement of religion, the advancement of education, 
and the advancement of other purposes beneficial to mankind. See C.I.T. v. Pensel, [1891] 
A.C. 531 (Eng.) ; Directive 215, Dep’ Nat’L Rev. (Ottawa, 1948). 

109 T.R.C. § 23(0) (1939). 

110 I.R.C. § 170(b) (1) (1954). 

111 See Rudick and Gray, Bounty Twice Blessed: Tax Consequences of Gifts of Property 
To or In Trust For Charity, 16 Tax L. Rev. 273 (1961). 
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This provision enables the taxpayer of his own volition to divert a 
proportion of his tax liability from the Federal Government to an 
organization of his own choosing as long as the organization falls 
within the eligible category. However, not only may the taxpayer 
force the Government to contribute to certain organizations, but the 
higher his total income the larger will be the Government’s propor- 
tional contribution. The present provision, therefore, tends to con- 
centrate control of the public resources available to eligible institu- 
tions in the minority upper-income groups. 

Two very serious consequences may and probably do result from 
this. In the first place, such resources would flow to agencies selected 
by the wealthy few rather than the majority of the population, and, 
second, it is highly improbable that the policies of the recipient 
organizations would be independent of the attitudes and personal 
influences of those responsible for the major part of their funds. 

A partial solution to this problem might be achieved by changing 
this incentive provision from a deduction to some form of tax credit. 
This would probably reduce the contributions of upper income 
groups, but might at the same time encourage greater contributions 
from middle and lower income groups and thus democratize the allo- 
cation of funds for philanthropic purposes. 


D. Casuatty Lossgs anD Curtp Carr Expenses 


Two additional areas of ‘‘ personal’’ deductions exist in the United 
States: casualty losses and child care expenses. Neither of these is 
deductible in Canada. The American statute authorizes the deduc- 
tion of personal property losses sustained during the taxable year 
and not compensated for by insurance.’ To be eligible for this de- 
duction, the property concerned must not have been connected with 
the taxpayer’s trade or business, and the loss must have arisen from 
fire, storm, shipwreck or other casualty, or from theft. To some ex- 
tent this provision is supported by the same argument in favor of the 
medical care deduction and, similarly, is subject to the same criti- 
cism. Even if the state should underwrite casualty losses, it is ques- 
tionable whether or not the income tax should be used as the instru- 
ment for a government-sponsored insurance plan.'® 

The provision permitting child care expense deductions in the 
United States was first introduced in the 1954 Code."* This deduc- 


112 T.R.C. § 165(¢) (3) (1954). 

118 By virtue of section 1231 (1954) losses from involuntary conversion of capital asset 
held for more than six months may, under certain conditions, be ordinary rather than 
capital. 

114 T.R.C. § 214 (1954). 
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tion is allowed for expenses paid during the taxable year by a tax- 
payer who is a woman or a widower for the care of children under 12 
years of age or any child or any dependent who is mentally or phys- 
ically incapacitated, but only if such care is for the purpose of en- 
abling the taxpayer to be gainfully employed. The deduction is lim- 
ited to a maximum of $600, and in addition married women are per- 
mitted to claim such full deduction if they file joint returns with a 
combined adjusted gross income of less than $4,500. If it is more than 
this amount, the deduction is reduced by the excess over $4,500. Thus, 
no child care deduction may be claimed on a joint return with income 
over $5,100. 

Even though this provision reduces the income tax base in the 
United States, conceptually it is the least objectionable personal de- 
duction. Since the tax base is net income, it is computed by subtract- 
ing from gross incomes those expenditures incurred which were 
necessary in order to earn income. In certain cases, particularly 
those covered by this provision, child care expenses are necessary in 
order to earn a livelihood, and they are therefore comparable to an 
ordinary business expense. According to the Congressional reports, 
this deduction was adopted on such grounds.’® 

In addition, this provision removes an inequity which has long 
been embedded in the statutes and would not likely be removed any 
other way. As long as the imputed income earned by wives in per- 
forming their housework is not taxed, then there is discrimination 
against those who work outside of the home and earn taxable income. 
To compensate for this, it appears equitable to permit some deduc- 
tion for the increase in cash expenses for running the household and 
caring for the children, that is, it is necessary to adjust the earnings 
of the housewife to a ‘‘net’’ basis before they are subjected to the 
tax. Until the imputed income of wives at home is included in the tax 
base, and this is hardly likely to occur, the new provision enabling a 
deduction for child care expenses is justifiable, since it reduces in- 
equity and at the same time is consistent with the concept of net in- 
come. 


FE. Stanparp DepuctTIon 


In order to reduce the routine problems of checking the authen- 
ticity of the various personal deductions claimed by individual tax- 
payers and at the same time to simplify the filing of returns, an op- 
tional system was adopted in both countries. This is known as the 


115 H, R. Rep. No. 1337, 83d Cong., 24 Sess. 80 (1954) ; 8. Rep. No. 1622, 83d Cong., 24 
Sess. 35-36 (1954). 
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optional standard deduction and was established in the United 
States in 1944 and in Canada in 1957. In lieu of itemizing and claim- 
ing certain specific deductions, the taxpayer may elect this alterna- 
tive deduction. In the United States this is ‘‘an amount equal to 10 
per cent of the adjusted gross income or $1,000, whichever is the 
lesser, except that in the case of a separate return by a married in- 
dividual the standard deduction shall not exceed $500.’’ 1° If the 
taxpayer chooses this deduction, he must give up his right to de- 
ductions for: (1) certain employee expenses, (2) most expenses re- 
lated to the production or collection of income and to the manage- 
ment or conservation of certain property,™’ (3) charitable contribu- 
tions, (4) medical expenses, (5) taxes, (6) interest, (7) child care 
expenses, and (8) casualty losses. The Canadian standard deduction 
is much simpler and usually much smaller than that of the United 
States. In place of any claim for (1) medical expenses, (2) union 
dues, (3) professional dues, and (4) charitable donations, the Cana- 
dian taxpayer may choose to deduct a flat $100 from his net income.'® 

The significant characteristic of both of these standard deduc- 
tions is that they are in no way related to the actual amounts ex- 
pended. Taxpayers who would not otherwise be justified in claiming 
personal deductions have consequently been given an outright bonus. 
Whether this bonus is a fixed sum as in Canada or an income-related 
amount as in the United States, it has no place in the theoretical tax 
base. 


VII. Bustyess Expenses 


The distinguishing feature of business expenses as contrasted 
with personal expenses is that the former are incurred in connection 
with the production of income. In so far as the economic and statu- 
tory concepts of income are ‘‘net’’ rather than ‘‘gross’’ concepts, 
business expenses should be deductible. There is no issue here con- 
cerning the bulk of such deductions. Question arises, however, in 
connection with those deductible items which are not wholly related 
to the production of income. 

Three classifications of business expenses can be made: (1) those 
expenses incurred by employees in connection with their work for 
which they are not compensated by their employers; (2) those ex- 
penses incurred by the business for current services which are re- 


116 T.R.C. § 141 (1954). 

117 Section 62(5) (1954) permits the deduction, in arriving at adjusted gross income, 
of expenses ‘‘ attributable to property held for the production of rents or royalties.’? 

118 Can. Rev. Stat. ch. 148, § 27(1) (a) (1952). 
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lated to the particular business; (3) those expenses which recover 
the cost of durable assets which render services to the business for 
more than one year. Since this article is concerned with the personal 
income tax, only the first and second of these three types will be dis- 
cussed here.” 


A. Empiover Business Expenses 


In both countries, certain employee business expenses are de- 
ductible by the employee provided he is not reimbursed for these by 
his employer. In Canada, such deductible expenses are restricted to 
those specifically referred to in the statute.’ These include: (1) 
meals, lodging and travel expenses incurred by employees in connec- 
tion with their employment ; (2) dues to professional societies where 
membership is necessary by law in order to maintain professional 
status; (3) office rent, assistant’s or substitute’s salary, if such ex- 
penses were required to be paid by the employee or officer under his 
contract of employment; (4) the cost of supplies paid for and used 
by the employee in the performance of his duties; (5) annual trade 
union dues; and (6) capital cost allowances up to 30 per cent on auto- 
mobiles used directly in pursuing his employment. If the automobile 
is used for both personal and business purposes, the allowance 
should be computed at the 30 per cent rate and then apportioned on 
a mileage basis or according to the fraction of the year that the 
automobile is used for business purposes." 

The Canadian practice concerning deductions for employee busi- 
ness expenses is in marked contrast to the American procedure in 
that Canadians are limited to those expenses above, which are ex- 
plicitly listed in the Income Tax Act. Americans, on the other hand, 
are faced with a completely different system. The statute specifically 
permits the deduction of expenses for travel, meals, and lodging 
while away from home incurred by the taxpayer in connection with 
the performance by him of services as an employee. This item is de- 
ductible from gross income in computing adjusted gross income.’ 
Tn addition, the employee may deduct all other ‘‘business’’ expenses 
from adjusted gross income, if he chooses to itemize his deductions. 


119 While the recovery of capital costs may certainly be computed for personal income 
tax purposes, as in the case of unincorporated businesses, it is more properly related to the 
tax on corporate income. The vast majority of individual taxpayers have no occasion to 
deduct this cost in their tax calculation. For that reason, problems in depreciation and 
depletion have been omitted. 

120 Can. Rev. Stat. ch. 148, § 11 (1952). 

121 See Can. Rev. Stat. ch. 148, §11(11) (1952). 

122 T.R.C. § 62(2) (B) (1954). 
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As long as the expense satisfies the ‘‘ordinary and necessary’’ cri- 
teria, the deduction will ordinarily be permitted. 

It is important to note that the American statute, unlike the Ca- 
nadian statute, does not always specify explicitly the deductible 
items. In most cases their legality is determined by the Internal Rev- 
enue Service and the courts. The result of this discretion has been a 
wide variety of permissible deductions. Among these are: (1) initia- 
tion fees and dues paid to labor unions; '** (2) professional dues and 
journal subscriptions; '** (3) required summer school courses taken 
by teachers ; ?*° (4) fees paid to employment agencies to secure em- 
ployment; '** and (5) the cost and maintenance of uniforms and 
work clothes, provided they are required as a condition of employ- 
ment and are not suitable for regular wearing apparel off duty or 
away from work:!”* 

It is readily apparent, therefore, that the American procedure for 
deducting employee business expenses is much more liberal than the 
Canadian counterpart. While only a select few of such items are de- 
ductible in Canada, a wider variety is permitted in the United 
States. There can be no doubt that these provisions reduce ultimate 
taxable income, perhaps more so in the United States than in Can- 
ada. The crucial question, however, is whether such expenses should 
or should not be deductible. From the standpoint of a net income con- 
cept, those expense items which are essential to the production of 
income are not part of the tax base. Thus, a particular expenditure 
which is required as a condition of employment is a legitimate busi- 
ness expense and consequently should be deductible. 

However, in so far as such an expenditure yields the satisfaction 
of, and/or is a substitute for, ordinary consumption expenditures, 
it is a personal expense and should be included in net income. It is 
fer this reason that expenses incurred for uniforms which can be 
worn as ordinary wearing apparel as well are not deductible. In this 
light it may be questioned whether or not the full deduction for 
meals should ever be permitted. It is argued that ‘‘meals out’’ by 
employees away from home represent both a personal and business 
expense. Since some expenditures for food would have taken place 
regardless of the vocation or location of the employee, only part of 
the ‘‘meals out’’ is a business item. The deduction should therefore 


128 I.T, 3634, 1944-1 Cum. But. 90. 

124 See I.R.C. § 162(a) (1954). 

125 T.T, 4044, 1951-1 Cum. BuLu. 16. Such expenses are not deductible if the courses 
were not required by the school board. 

126 Rey. Rul. 60-223, 1960-1 Cum. But. 57. 

127 See I.T. 3373, 1940-1 Cum. Buu. 28. 
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represent the amount spent over and above the amount that would 
normally have been spent by the employee had he not been away 
from home. 

The same basic analysis should be applied to all other employee 
business expenses. In so far as they are related to the production of 
income, their deductibility is consistent with the economic concept 
of income to the extent that the required expenditure exceeds that 
which would otherwise have taken place. 

Although the above conclusion is theoretically sound, it presents 
insurmountable problems from a practical standpoint. It is virtually 
impossible to determine exactly the proportion of employee outlays 
which are personal expenses and business expenses. The statutes 
and the courts must by necessity adopt an ad hoc procedure, basing 
their decisions on individual cases as they arise. However, the pres- 
ence of a practical problem does not lessen its erosive character. It 
is inevitable that some of the deductions presently allowed are in 
part ordinary consumption expenditures, and consequently the tax 
base is reduced by more than is warranted. However, the total 
amount is probably small, since in Canada these deductions are re- 
stricted by statute, while in the United States they may be claimed 
only if an itemized return is submitted. 


B. Current Business Expenses 


In both countries the statutes also allow the deduction of all cur- 
rent expenses incurred for the purpose of gaining or producing 
income from property or a business.’** To be deductible the expense 
must be ‘‘ordinary and necessary’’ in the United States,’ and ‘‘rea- 
sonable in the circumstances’’ in Canada.’ In neither country are 
these criteria for the deductibility of business expenses more ex- 
plicitly described. Any elaborations which exist are embodied in 
judicial precedents and administrative rulings. 

The variety of business expenses is so great that no purpose could 
be served by enumerating them here. Generally, the deductibility of 
such expenses is perfectly consistent with a tax on net income, pro- 
vided such expenses are incurred for the purpose of producing in- 
come. However, there is reason to believe that some of the expenses 


128 Can, Rev. Stat. ch. 148, § 12(1)(a) (1952); I.R.C. § 162 (1954). In the United 
States, this provision extends to a ‘‘trade’’ as well and thus applies to employees. This 
accounts for the wider scope of employee business deductions discussed supra. 

129 Welch v. Comm’r, 290 U.S. 111 (1933). 

130 Can. Rev. Stat. ch. 148, § 12(2) (1952). In the United States, it has been held 
that the term ‘‘reasonableness’’ is inherent in ‘‘ordinary and necessary.’? Comm’r vy. 
Lincoln Electric, 176 F.(2d) 815 (6th Cir. 1949). 
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presently deducted by businesses, particularly closely-held busi- 
nesses are personal in nature. Under the existing statutes, it is pos- 
sible to charge to business certain consumptive rather than produc- 
tive expenditures, thus reducing one’s tax burden. Although tax 
avoidance through business expenses may be and probably is prac- 
ticed in many other diverse ways, only two areas will be discussed 
here. 

In both countries the losses sustained by the taxpayer from one 
source of income are deductible from other sources of income. This 
has led to the practice of setting up hobbies as businesses and report- 
ing the net expenses thereof as a deduction for tax purposes. At one 
time many gentleman farms, racing stables, country estates, and 
yachts were being maintained by such practices. A variation of this 
is to incorporate the avocation and transfer to it securities whose 
income just covers the operating expenses of the ‘‘corporation.’’ 
Many of these loopholes have been fully or partially closed in both 
countries, particularly if the enterprise is operated solely for pleas- 
ure. However, the loss deduction is still permitted for a large variety 
of undertakings where some business interest is established. But 
such a provision, depending as it does on the determination of the 
purpose for which the property is operating, produces considerable 
uncertainty and litigation. Even if the particular hobby does not 
sustain any net loss in operation, there is often some income in kind 
accruing to the taxpayer, as in the case of a gentleman farmer or 
yacht owner. It has been shown in an earlier section that such income 
in kind is not usually included in the tax base. 

The second type of business deduction discussed is the expense 
account for executives and employees. While most of these include 
legitimate business items and hence are deductible, there have been 
many flagrant abuses.’ There is particularly strong incentive to 
increase the expense accounts of executives in order to increase 
their compensation without any additional tax liability, especially 
when marginal rates are high. Thus many items of a personal nature 
are now carried by the compuny. However, in so far as executives 
demand these expense accounts as a condition of their employment, 
they are part of their salaries and thus legitimate business deduc- 
tions. This would present little problem if they were included in the 


181 I.R.C. § 165(c) (1954). In Canada only those expenses which are not deductible are 
enumerated in the Code. The deductibility of such losses was upheld in Pitt v. Minister of 
National Revenue, 5 D.T.C. 223 (1951) ; No. 156 v. Minister of National Revenue, 8 D.T.C. 
172 (1954) ; Selig v. Minister of National Revenue, 9 D.T.C. 46 (1955). 

182 See, e.g., Allen, Who’s Getting the Money?, 189 HarpEr’s 1-10 (1944). 
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executives’ taxable income. In other words, the reduction in the tax 
base is a consequence not so much of business deductions as it is of 
income exclusions. 


ConcLusiIon 


In both Canada and the United States, the income tax has never 
been permitted to operate at its optimum level of efficiency. From the 
very beginning, and with particular vigor over the past fifteen years, 
special provisions have been added to the Code enabling certain 
taxpayers to reduce their share of the tax burden. This has been 
made possible by subjecting some income to reduced rates or by 
excluding it from taxation altogether. As a result, the ultimate tax 
base has been reduced to less than half of total personal income 
earned.1*8 

The pressing nature of the erosion problem at this time is not to 
be construed as a suggestion that it is uniquely of the contemporary 
period. Indeed, few, if any, tax bases at any time in the past have 
been perfect. Erosion has been a problem for a very long time. But 
it is the form which the erosion of the present income tax has taken 
and the magnitude which it has reached which warrants special 
attention. In the past, the major difficulty in levying a tax was its 
enforcement. Taxpayer morale was generally low and compliance to 
the Code a rarity. The present state in France exemplifies this situ- 
ation. Evasion is carried on wholesale, so that the revenue from the 
income tax is virtually insignificant. To be sure, evasion is a factor 
in both Canada and the United States which requires more attention, 
but it is not the major source of erosion. The most important dis- 
tinguishing feature of the methods of escaping taxes dealt with in 
this study is their legality. They have come into being as a result 
of changes in the law or changes in taxpayer practices in order to 
take advantage of the existing laws. This is an important difference 
from the host of methods which have flourished at other times and in 
other countries. 

The most obvious economic effect which accompanies a reduction 
in the tax base is the loss of revenue flowing to the Federal Govern- 
ment. With a smaller base and no change in the statutory rate struc- 
ture, total tax liability is reduced. This is tantamount to a change in 
the effective rate structure. In the first instance, then, erosion dimin- 


183 In 1957, personal income in the United States was $350.6 billion, while taxable 
income was $149.4 billion; in Canada the igi figures were $23.0 billion and $7.9 
billion, respectively. 
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ishes the tax yield and reduces the progressiveness of the real rates. 
In order to recoup these revenue losses, it becomes necessary to im- 
pose even higher statutory rates. This, in turn, induces the taxpayer 
to seek out new methods for avoiding these high rates, which leads 
to further erosion. Thus, progression and erosion tend to follow one 
another in a vicious circle. 

Another important economic consequence of the reduction of the 
tax base is its effect on the distribution of the tax burden. The pres- 
ence of preferential treatment of certain types of income destroys 
the uniformity of the impact of the tax. In this way it fails to per- 
form equitably as it treats differently taxpayers who are similarly 
situated in an economic sense. Because a taxpayer receives his in- 
come from a particular source which is preferentially treated, he 
escapes his fair share of taxation, while a disproportionate burden 
falls upon others with the same tax-paying ability. Moreover, since 
many of these tax opportunities are particularly favorable to those 
in the higher income tax brackets, they reduce its progressiveness. 
The erosion of the tax base introduces, therefore, very considerable 
inequities. 

The reduction in the progressiveness of the income tax has an- 
other economic effect which is noteworthy—its effect on the income 
tax as a built-in stabilizer. In so far as this tax is progressive, it 
tends to drain the income stream more than proportionately when 
incomes are high and bolster it when incomes are low. Thus it helps 
to reduce inflationary pressures and to sustain demand during reces- 
sionary periods. The greater its progressiveness, the more effective 
it is as a tool for counter-cyclical fiscal policy. Consequently, any- 
thing which reduces its progressiveness reduces the value of the 
income tax as a source of economic stability. 

The third major economic effect is the misallocation of resources. 
Preferential taxation of certain types of income undoubtedly en- 
courages taxpayers to arrange their affairs so that they may take 
advantage of these benefits. Scarce resources, therefore, will not 
necessarily flow to their most efficient uses, but rather to those 
yielding the largest returns after taxes. A tax favor contains not 
only the economic evils generally associated with subsidies, but also 
some additional ones. It is much less obvious, since it does not ap- 
pear as a subsidy in the government’s appropriations accounts. 
Hence, it is probably not subject to as much scrutiny and debate 
among the politicians and general public. Also, the levels of these 
hidden subsidies tend to increase with the income and wealth of the 














1961] PERSONAL INCOME TAX IN CANADA AND UNITED STATES 127 


recipient. For example, the more expensive the owner-occupied 
home, the greater the tax saving, both absolutely and relatively, to 
the homeowner. If ‘‘need’’ is the basis for these subsidies, then it 
appears as if the present method is not satisfactory, since it sub- 
sidizes those who seem to ‘‘need’’ it least. Therefore, even if it is 
decided to subsidize a particular activity, the tax structure should 
not be used to administer it. 

Along with these three general major economic effects of erosion, 
namely, loss of revenue, loss of equity, and misallocation of re- 
sources, there are several additional economic and non-economic 
effects. 

Preferential provisions tend to complicate the tax laws and, in 
turn, the determination of the taxpayer’s tax liability. Taxpayers 
must devote more time and effort to this task and probably seek more 
expert assistance. This gives rise to the specialist tax advisors 
among the legal and accounting professions and leads to an increase 
in the cost to taxpayers of conforming to the Code. 

The cost of administering the Code likewise increases. Tax offi- 
cials, faced with a more complicated Code, require more training, 
and will be required to devote more time and care to auditing the re- 
turns. There is also a greater number of requests for explanations 
and assistance by taxpayers and probably an increase in the number 
of incorrect returns. These factors all tend to increase the work 
load of the revenue services. More resources must be devoted to ad- 
ministering and litigating a complicated statute heavily laden with 
special provisions. 

Finally, and perhaps most important in the long run, is the effect 
of erosion on the future of the income tax. This tax depends greatly 
on self-assessment, and its general success up to the present has 
been partly due to high taxpayer morale. However, discriminatory 
effective rates may lead to disrespect for the Code, accompanied by 
mass resentment toward it. This could have a strong bearing on the 
health and strength of the income tax. Several writers have ex- 
pressed grave concern over these inherent dangers. Paul Strayer 
has observed that the ‘‘current practices are so bad as to seriously 
weaken the income tax as a means of income redistribution and to 
threaten its future as the largest single source of federal reve- 
nue.’’?*4 Walter Heller, currently Chairman of the Council of Eco- 
nomic Advisors, has suggested that ‘‘ growing erosion and corrosion 


184 Strayer, The Individual Income Tax and Income Distribution, 45 Am. Econ. REv. 
430 (1955). : 
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of the income-tax base is increasingly raising questions of how far 
we can extend our reliance upon this form of taxation.’’ *” Finally, 
William Cary warns that ‘‘our fiscal system cannot survive unless 
the majority of the citizenry retain confidence in the equity and uni- 
formity of our tax laws....’’ *° 


135 Paul, Erosion of the Tax Base and Rate Structure, JOINT CoMM. ON THE Econ. 
Report, 84TH ConG., Ist SEss., FEDERAL TAx POLICY FoR ECONOMIC GROWTH AND STABIL- 
ry 297, 305 (Joint Comm. Print 1955). 

136 Cary, Pressure Groups and the Revenue Code: A Requiem in Honor of the Departing 
Uniformity of the Tax Laws, 68 Harv. L. REv. 747 (1955). 














Taxation of Distributions Made in 
Connection With a Corporate 
Reorganization 
THOMAS RB. MOORE 


Ax unresolved and generally unconsidered problem exists with 
respect to the taxation of distributions made in connection with a 
corporate reorganization. As early as 1924 Congress was aware of 
the possibility that property other than stock and securities might 
be distributed in connection with a corporate reorganization with 
results different from those that would obtain if the events were 
separate in time. In 1924 the Sixty-eighth Congress saw part of the 
problem and proposed a solution. The problem, as seen by both the 
House Ways and Means Committee and the Senate Finance Com- 
mittee, was that distributions of ‘‘money or other property’’ made 
in connection with a corporate reorganization were subject to tax 
under section 202(e) 1 of the Revenue Act of 1921, the predecessor 
of section 112(c)(1) of the 1939 Code, at capital gains rather than 
ordinary income rates. Given a statutory framework in which divi- 
dends were to be taxed as ordinary income, the possibility of con- 
verting such dividend income into capital gain merely by scheduling 
the distribution so it would occur at the same time that a reorganiza- 
tion was taking place would work a severe perversion of the tax 
structure. 

The necessity for an amendment to the statute could, according to 
the Committee Reports, best be shown by an example: ? 

... Corporation A has capital stock of $100,000, and earnings and profits 
accumulated since March 1, 1913, of $50,000. If it distributes the $50,000 as a 
dividend to its stockholders, the amount distributed will be taxed at the full 
surtax rates. 

On the other hand, corporation A may organize corporation B, to which it 
transfers all its assets, the consideration for the transfer being the issuance 


THomas R. Moore (B.A., Yale University, 1954; LL.B., Harvard Law School, 1957) is 
a member of the New York Bar and is associated with the firm of Dewey, Ballantine, 
Bushby, Palmer & Wood, New York City. 

1 Revenue Act of 1921, Sec. 202(e), as amended, 42 Stat. 1560 (1923). 

2 H.R. Rep. No. 179, 68th Cong., 1st Sess. 15, 52 (1924). The Senate Committee Report is 
virtually identical. 8.REP. No. 398, 68th Cong., 1st Sess. 16 (1924). 
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by B of all of its stock and $50,000 in cash to the stockholders of corporation 
A in exchange for their stock in corporation A. Under the existing law, the 
$50,000 distributed with the stock of corporation B would be taxed, not as a 
dividend, but as a capital gain. . . . The effect of such a distribution is ob- 
viously the same as if the corporation had declared out as a dividend its $50,- 
000 earnings and profits. If dividends are to be subject to the full surtax rates, 
then such an amount so distributed should also be subject to the surtax rates 
and not to the... rate on capital gain. 


At that time Congress was not faced with the obverse of the prob- 
lem, that is, whether a distribution of ‘‘money or other property”’ 
made in connection with a reorganization must always be considered 
a dividend to the extent of gain merely because of the existence of 
earnings and profits. That question, to be discussed subsequently, 
arose in 1945 as a result of the Supreme Court’s opinion in the 
Bedford case. — 


DistRIBUTIONS HQuUIVALENT TO DIVIDENDS TO BE TAXED AS DiviDENDS 


The Sixty-eighth Congress attempted to solve the problem by tax- 
ing as a dividend any distribution having the effect of a dividend, 
which was the apparent intent of the Committee Reports. This solu- 
tion, embodied in section 203(d) (2) of the Revenue Act of 1924, the 
predecessor of section 112(c) (2),* fell short of its intended purpose 
because of the continued failure of Congress to differentiate between 
two types of transactions. Where property is exchanged with a third 
party for similar property and boot, and the property given up in the 
exchange is a capital asset, ordinary income would not, and concep- 
tually could not, arise no matter what kind of property was received 
in exchange. On the other hand, where stock or securities are sur- 
rendered to one’s own corporation, whether in a reorganization or 
not, for similar property and boot, ordinary income may result. 


Tue Statutory ForMvuLATION Berore 1954 


Consistent with the statutory scheme of postponement of recog- 
nition of gain in appropriate cases and differentiation between ordi- 
nary income and capital gain at such time as the gain is recognized, 
the revenue law, starting with a 1923 amendment of the Revenue Act 
of 1921, had provided that no gain or loss should be recognized (a) 
if property held for productive use or investment, other than securi- 
ties and, generally, property held primarily for sale, is exchanged 


8 Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). See discussion pp. 141 et seg. infra. 
4 All references to section 112 and section 115 are to provisions of the Internal Revenue 
Code of 1939. 
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solely for like property, or (b) if stock or securities are exchanged in 
a reorganization solely for stock or securities. Further, the revenue 
law since 1923 had provided, in the predecessor of section 112(c) (1), 
that if money or other property is also received in connection with 
either of the types of exchanges described above, the gain recognized 
on the transaction would be taxed as gain from an exchange of prop- 
erty, i.e., as capital gain. This treatment, which precluded taxing any 
of the gain as ordinary income, was reasonable in case (a) above but 
not in case (b). By 1924, as already indicated, it was apparent that 
the predecessor of section 112(c) (1) left the way open to the distri- 
bution of dividends in the guise of boot when the distribution was 
coupled with a reorganization. 

The 1924 amendment, however, corrected only one of two flaws in 
the 1921 Act. Under the earlier statute, amounts that were in effect 
dividends were taxable only at capital gains rates. Furthermore, 
they were taxable only to the extent that gain was realized from the 
transaction as a whole. It should have been apparent that the prob- 
lems of dividend equivalency could not be met by a statutory amend- 
ment directed only toward taxing the gain on the transaction as a 
whole at ordinary rather than capital gains rates. Yet this is pre- 
cisely what section 203(d) (2) of the 1924 Act, the predecessor of sec- 
tion 112(c)(2), provided in the case of distributions made in con- 
nection with a corporate reorganization. Section 203(d)(2) stated: ® 

If a distribution made in pursuance of a plan of reorganization is within 
the provisions of paragraph (1) but has the effect of the distribution of a 
taxable dividend, then there shall be taxed as a dividend to each distributee 
such an amount of the gain recognized under paragraph (1) as is not in ex- 
cess of his ratable share of the undistributed earnings and profits of the cor- 
poration accumulated after February 28, 1913... . 


Only the first flaw of the 1921 Act had been corrected. In the re- 
organization area distributions equivalent to dividends would now 
be taxed as dividends to the extent that the value of the boot did 
not exceed the gain realized on the transaction as a whole. But frus- 
tration of purpose had been built into the statute by a legislative 
technique that merely tacked the predecessor of section 112(c) (2) to 
the provisions of the predecessor of section 112(c) (1), thereby lim- 


5 Revenue Act of 1924, 43 Stat. 253; emphasis added. Section 203(d) (1) of the Revenue 
Act of 1924 provided: ‘‘If an exchange would be within the provisions of paragraph (1), 
(2), or (4) of subdivision (b) if it were not for the fact that the property received in 
exchange consists not only of property permitted by such paragraph to be received without 
the recognition of gain, but also of other property or money, then the gain, if any, to the 
recipient shall be recognized, but in an amount not in excess of the sum of such money 
and the fair market value of such other property.’? 
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iting, perhaps, dividend treatment to the amount of gain realized on 
the transaction as a whole. 


DivwenpD TREATMENT LIMITED BY GAIN REALIZED 
on TRANSACTION AS A WHOLE 


That the 1924 amendment failed in part of its purpose can mest 
readily be seen by applying it to the situation set out in the 1924 Com- 
mittee Reports, with a few additional facts: 

Corporation A, with cash of $50,000, property with a basis of 
$100,000 and a value of $50,000, and post-1913 earnings and profits 
of $50,000, organizes corporation B to which it transfers all its as- 
sets. Corporation B then issues all of its stock and distributes the 
$50,000 in cash to the stockholders of corporation A in exchange for 
their stock in corporation A. Assume that the stockholders of corpo- 
ration A had a basis of $100,000 for their shares of corporation A. 
The stock of corporation B after distribution of the $50,000 is worth 
$50,000. 

When one considers the basis of corporation A’s stock to its stock- 
holders, it appears that the $50,000 cash distribution would not be 
taxed as a dividend as contemplated by the Committee Reports, be- 
cause no gain would be realized on the transaction as a whole. Yet 
the intent of Congress was, one would judge, that the entire $50,000 
be taxable as a dividend, leaving the potential loss on the stock of 
corporation B to be recognized later as a capital loss, if realized when 
it is sold or otherwise disposed of in a taxable transaction. Thus, 
section 112(c)(2) and its predecessors did not necessarily achieve 
the goal apparently envisioned in the Committee Reports, since Con- 
gress in drafting the 1924 amendment ignored the fact that the basis 
which the stockholders of corporation A have for their shares can 
limit or eliminate any gain on the transaction as a whole. 

Cases involving reorganizations. Faced with the frustration of 
legislative purpose inherent in section 112(c)(2), it was to be ex- 
pected that Congressional intent might founder when the courts at- 
tempted to apply the statute to concrete situations. One rectification 
the courts could have attempted in appropriate cases where a high 
basis would render section 112(c)(2) impotent would be to apply 
section 112 to the exchange of stock or securities for stock or securi- 
ties and section 115° to the distribution of other property where 


6 Section 115(a) and (g) provides: 

**(a) DeErinition or DivipEND.—The term ‘dividend’ when used in this chapter .. . 
means any distribution made by a corporation to its shareholders, whether in money or 
in other property, (1) out of its earnings or profits accumulated after February 28, 1913, 
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such distribution was intrinsically unrelated to the reorganization.” 
However, in Isabella M. Sheldon,’ the Tax Court took the position 
that section 112(c) (2), limiting dividend treatment to the gain real- 
ized on the whole transaction, had preempted the field in all cases 
involving distributions of property other than stock or securities 
made in conjunction with a reorganization, so that section 115 could 
not in any such case be applied to tax as a dividend the entire amount 
that was equivalent thereto. 

Mrs. Sheldon’s corporation had distributed, pro rata to its share- 
holders, cash and other properties worth $101,713. On the same day 
it had also adopted a plan of reorganization whereby it would con- 
solidate with another corporation. The plan stated that the propor- 
tionate interests of the stockholders of the two old companies in the 
combined properties would be the same as their respective interests 
in the aggregate value of the combined properties prior to the con- 
solidation. Under the plan, stockholders of each of the consolidating 
corporations received stock and securities of the new corporation 
worth $350,000, the distribution of the $101,713 being made so that 
the stock and securities could be issued in this ratio. The Commis- 
sioner and the taxpayers who had received the distribution of prop- 
erties worth $101,713 both argued that section 115 controlled as to 
the tax treatment of the $101,713 distribution, the Commissioner 
arguing that it was a dividend under section 115(a) and the tax- 
payers that it was a partial liquidation under section 115(c). The 
Tax Court rejected both arguments, holding instead that the distri- 
bution of the $101,713 must be viewed as ‘‘an integral part of the re- 
organization transaction as a whole,’’ to be dealt with under section 


or (2) out of the earnings or profits of the taxable year (computed as of the close of the 
taxable year without diminution by reason of any distributions made during the taxable 
year), without regard to the amount of the earnings and profits at the time the distribution 
was made.... 

‘¢(g) REDEMPTION of Stock.—... If a corporation cancels or redeems its stock (whether 
or not such stock was issued as a stock dividend) at such time and in such manner as to 
make the distribution and cancellation or redemption in whole or in part essentially equiv- 
alent to the distribution of a taxable dividend, the amount so distributed in redemption or 
cancellation of the stock, to the extent that it represents a distribution of earnings or profits 
accumulated after February 28, 1913, shall be treated as a taxable dividend.’’ 

7 In a case where boot is distributed, as it was in Ross v. United States, 173 F.Supp. 793 
(Ct.Cl. 1959), cert. denied, 361 U.S. 875 (1959), to eliminate the necessity of issuing rights 
to fractional shares (there, 9311/100,000ths of a share), it might be appropriate to elimi- 
nate or limit, under section 356(a) (1) of the 1954 Code, the successor of section 112(c) (1), 
the taxation of such boot if the shareholder’s basis is sufficiently high to eliminate or limit 
gain, taking the transaction as a whole. 

86 T.C. 510 (1946), mandate dismissed pursuant to compromise stipulation, 2d Cir. 
Nov. 19, 1947. : 
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112 rather than under section 115. The Tax Court did say that the 
$101,713 distribution ‘‘was in all respects the equivalent of a taxable 
dividend.’’ ‘‘The taxable portion, however,’’ it concluded, ‘‘is lim- 
ited by the gain received by the respective petitioners from the trans- 
action.’’ ® 

Since the cash and other property received by Mrs. Sheldon were 
worth less than the gain realized on the whole transaction, the tax 
consequences would be the same whether the distribution were taxed 
under section 115 or under section 112. The firm reliance of the Tax 
Court on the dictum of the Supreme Court in the Bedford case, how- 
ever, supported the view that section 112, rather than 115, would 
govern all such cases.’® 

One year after the Sheldon decision, however, a little-noted Tax 
Court memorandum decision indicated that the issue was not yet re- 
solved. In Georgia P. Johnson," the Commissioner argued that a 
cash distribution made in connection with a reorganization was to be 
examined under section 115, and the Court agreed. In effect, it re- 
jected the position it had taken in Jsabella M. Sheldon and held sec- 
tion 115 applicable to a cash distribution made in connection with a 
reorganization. As in the Sheldon case, distributions of cash were 
made in order that the stockholders of each of the consolidating cor- 
porations might have an equity interest in the new corporation pro- 
portionate to their former interests, measured here by the value of 
the intangible assets of the old companies. Second preferred stock 
was issued for the tangible property contributed. In the Johnson 
case, unlike the Sheldon case, the distributions of cash were made 


9 Isabella M. Sheldon, 6 T.C. 510, 517-519 (1946). 

‘¢, .. both parties resort to section 115 for their respective positions and rely upon one 
or another of its subsections to support their divergent views. We think that both err in 
this respect, and that the inescapable characterization of this transaction as one covered 
by the reorganization provisions requires that it be dealt with under section 112 and limits 
any applicability of section 115 accordingly. Commissioner v. Estate of Bedford, 325 U.S. 
283. It follows that neither respondent’s attempt to characterize the entire distribution [of 
$101,713] as a taxable dividend, under subsection (a) of section 115, nor petitioners’ to 
limit the transaction to a distribution in partial liquidation under subsection (¢) of the 
same section can succeed.’’ Id. at 517. 

10 Indeed, in 1952, six years after the Sheldon decision, a commentator wrote: ‘‘The 
question is raised whether in a case where boot exceeds gain the Commissioner can disregard 
a reorganization and the provisions of section 112(c) and tax the entire distribution as 
a dividend under section 115. ... The possibility that the Commissioner would be successful 
in such an endeavor seems remote. ... in the one case which has been found dealing with 
the possibility of section 115 dividend taxation of boot in a reorganization, the Court 
would seem flatly to have rejected a section 115 application.’’ Wittenstein, Boot Dis- 
tributions And Section 112 (c)(2): A Re-examination, 8 Tax L. REv. 63, 79 (1952), 
referring to the Sheldon decision. 

116 TCM 633 (1947). Cf. Ernest F. Becher, 22 T.C. 932 (1954), aff’d on other grounds, 
221 F.2d 252 (2d Cir. 1955). 
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after rather than before the consolidation took place, a factor which 
should be wholly immaterial. 

Three corporations had been involved in the consolidation in the 
Johnson case, and because the tangible assets of one of the corpora- 
tions were subject to indebtedness, first preferred stock in the 
amount of $312,000 was issued to the former stockholders of the 
other two corporations. It was later determined that an additional 
$33,238 of first preferred stock should have been issued. Instead, 
the consolidated corporation distributed $33,238 in cash. It also re- 
deemed $57,000 of the first preferred stock pursuant to a plan to call 
the first preferred from time to time. The Tax Court found that the 
distribution of the $33,238 ‘‘must have been envisaged in the plan of 
reorganization which alone furnished both the occasion and the 
authorization for the payments.’’ Yet it held that the distribution of 
the $33,238 in cash was taxable under section 115(c). 

Authority in a related field: an exchange not qualifying as a reor- 
ganization. We have seen that Congress failed to differentiate the 
case where property is exchanged with a third party for similar 
property and boot from the case where stock or securities are sur- 
rendered to one’s own corporation in a reorganization for similar 
property and boot. Congress failed also to consider another special 
case—where stock is surrendered to one’s own corporation for sim- 
ilar property and boot in a transaction not qualifying as a reorgani- 
zation. As already indicated, under the provisions of the 1921 Act 
amounts that were in effect dividends were taxable only at capital 
gains rates and were taxable only to the extent that gain was realized 
from the transaction as a whole. The predecessor of section 112 
(c)(2), enacted in 1924, taxed as ordinary income a distribution 
made in connection with an exchange that qualified as a reorganiza- 
tion if the distribution had the effect of the distribution of a divi- 
dend. A distribution made in connection with an exchange that does 
not qualify as a reorganization is not covered by section 112(c) (2), 
however, and would not appear to be subject to dividend treatment 
under section 112(c)(1) and its successor, section 1031(b) of the 
1954 Code, when such sections are read in connection with the capi- 
tal gains provisions of the law.’* Nevertheless, in Bazley v. Commis- 
sioner,’ a case argued before the Supreme Court in 1947, the year in 


12 Davis v. United States, 255 F.2d 48 (6th Cir. 1958). Also, it may be argued that the 
last sentence of section 112(¢) (2) should be read as providing that exchanges, not pursuant 
to a plan of reorganization, falling within section 112(¢)(1) are subject only to the 
capital gains tax where the property surrendered is a capital asset. Darrell, The Scope of 
Commissioner v. Bedford Estate, 24 TAxEs 266, 268 (1946). 

18 331 U.S. 737 (1947). 
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which Georgia P. Johnson was decided by the Tax Court, the 
Treasury attacked with success the view that a distribution of prop- 
erty in a non-reorganization exchange was subject only to the cap- 
ital gains treatment imposed by section 112(c) (1). 

In the Bazley case, the taxpayer and his wife, who owned all but 
one of the thousand outstanding shares of their company, exchanged 
their stock for debentures, callable at any time, and new stock. The 
taxpayer argued first that the transaction was a tax-free reorganiza- 
tion, under section 112(b) (3) of the 1939 Code, in which stock was 
exchanged solely for stock and securities, the debentures not being 
considered ‘‘other property.’’ The Supreme Court held that no re- 
organization had taken place. In the alternative, the taxpayer argued 
that if there were no valid reorganization, there was in any event a 
single or ‘‘unitary exchange of old stock for new stock and bonds,”’ 
so that the debentures were taxable under section 112(c)(1) only at 
capital gains rates, section 112(c) (2) by its very terms being inap- 
plicable to an exchange not involving a reorganization.” There being 
no reorganization under the hypothesis, the debentures could not be 
taxed as a dividend under section 112(c) (2). 

In Commissioner v. Estate of Bedford * the Supreme Court had 
declared in dictum that ‘‘the classifications of § 115... do not apply 
to a situation arising within § 112.’’ 7 Nevertheless, the Government 
in the Bagley case argued: ‘‘It seems clear that Section 115(a) and 
(g) must be read as a gloss upon Section 112(c)(1) to require the 
taxation as dividends of distributions which are in substance divi- 
dends.’’ Otherwise, the Government argued, every corporation, in 
conjunction with an exchange of stock, could ‘‘ distribute its earnings 
and profits in the form of bonds or other property to its stockholders, 
who would . « taxed on the bonds or other property merely to the ex- 
tent that they reflect capital gains.’’ The Government concluded that 
it was ‘‘immaterial under Section 115(g) that simultaneously with 
the cancellation of the old stock a different class of stock was is- 
sued.’? 38 


146 TCM 633 (1947). 

15 Brief for Petitioner, p. 24, Bazley v. Comm’r, 331 U.S. 737 (1947). Under this view 
the transaction would be an exchange of stock for stock under section 112(b) (2), with 
the debentures considered as ‘‘other property’’ under section 112(¢) (1) but not taxable 
as a dividend under section 112(c) (2) because the original exchange was not a reorganiza- 
tion. 

16 325 U.S. 283 (1945). 

17 With the exception that section 115(a) ‘‘is infused into § 112(c) (2).’? Comm’r v. 
Estate of Bedford, 325 U.S. 283, 292 (1945). 

18 Brief for Respondent, pp. 34-35, Bazley v. Comm’r, 331 U.S. 737 (1947). Section 
115(g) provided: ‘‘If a corporation cancels or redeems its stock ... at such time and in 
such manner as to make the distribution and cancellation or redemption in whole or in 
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The Supreme Court said, ‘‘...if the Bazley corporation had issued 
the debentures to Bazley and his wife without any recapitalization, 
it would have made a taxable distribution. Instead, these debentures 
were issued as part of a family arrangement, the only additional in- 
gredient being an unrelated modification of the capital account.’’ 
However, since the value of the debentures was not in excess of the 
gain realized on the transaction as a whole, it is not clear whether the 
Supreme Court was merely taxing gain, on the theory that section 
115(a) and (g) is a gloss on 112(c)(1), or whether the Court was 
taxing the full amount of the distribution regardless of gain, on the 
theory that the exchange of stock for stock was tax-free under sec- 
tion 112(b)(2) and the distribution of the debentures was taxable 
under section 115(a) as intrinsically unrelated to the exchange.” If 
the latter is true, the Bazley case is, of course, authority for treating 
a distribution of boot, made in connection with a reorganization but 
not intrinsically related thereto, as subject to dividend treatment to 
the full value of the boot, whether or not gain is recognized on the 
transaction as a whole. 


Tne 1954 Copz 


In the general overhaul of the tax structure that emerged as the 
Internal Revenue Code of 1954, it might have been expected that the 
problem of dividend equivalency in reorganization would be further 


part essentially equivalent to the distribution of a taxable dividend, the amount so dis- 
tributed in redemption or cancellation of the stock, to the extent that it represents a 
distribution of earnings or profits accumulated after February 28, 1913, shall be treated as 
a taxable dividend.’?’ 

19 Apparently the taxpayer had a basis of $79,800 for his 798 shares of the old $100 
par stock. These he exchanged for debenture bonds in a face amount and value of $319,200 
and 3,990 shares of new stock worth $239,400, thus realizing a gain of $478,800 on the 
transaction as a whole. Since the other property, the debentures, was worth only $319,200, 
the courts were not confronted with a situation in which dividend treatment of the boot 
might be limited by the method of measuring gain. Little attention seems to have been 
paid by the courts to the question whether realized gain might limit dividend treatment of 
the boot. The Tax Court said, ‘‘If in course of the surrender, cancellation, and redemption 
of the old stock and the issuance of the new stock and bonds, petitioners received a 
distribution which was essentially equivalent to the declaration of a taxable dividend, as 
respondent contends they did by means of the receipt of the bonds, the fair market value 
of that distribution would be taxable to them as a dividend... .’’ Alice H. Bazley, 4 T.C. 
897, 902 (1945). This approach would appear to be correct. The distribution of the bonds 
had nothing to do with the exchange of stock for stock. Both the exchange and the distribu- 
tion were pro rata. The Supreme Court struck from the Bagley opinion as issued on June 16, 
1947, the line: ‘‘And the facts would equally sustain the imposition of the tax on the 
debentures as a situation under § 112(c)(1)....’’ 47-1 U.S.T.C. J 9288 (1947). It sub- 
stituted the sentence: ‘‘And even if this transaction were deemed a reorganization, the 
facts would equally sustain the imposition of the tax on the debentures under § 112(c) (1) 
and (2).’’ Bazley v. Comm’r, supra note 18, at 743. 
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explored. Indeed, the House bill excised that part of section 112(c) 
(2) that limited dividend treatment of boot distributions to the por- 
tion of the distribution that was not in excess of the gain realized on 
the transaction as a whole.*® This excision was associated with an 
attempt by the House Ways and Means Committee to govern spin- 
offs by the same rules that obtained in split-ups and split-offs.** The 
test that the House would have substituted for the provision ‘‘has 
the effect of the distribution of a taxable dividend’’ was one that 
would subject any distribution, whether or not made in connection 
with an exchange, to taxation at ordinary rates (to the extent of the 
corporation’s earnings and profits) unless the stockholder, follow- 
ing the distribution, owned a percentage of the participating stock of 
the corporation that was less than 80 per cent of the percentage he 
owned prior to such distribution (or owned less than one per cent of 
the participating stock before the distribution was made). This pro- 
posal, of course, went farther than would be required to insure that 
distributions that are the equivalent of dividends would be taxed as 
such. The Senate rejected the proposal, leaving the law with respect 
to such distributions as it had been since 1924.” 

Tronically, the Senate did in effect adopt the House proposal with 
respect to the taxation of boot received in connection with a spin-off. 
Thus, section 356(b) provides that money and other property re- 
ceived in a spin-off shall be subject to tax at ordinary rates without 
regard to gain, whereas section 356(a) provides that boot received 
in a split-up or split-off shall be subject to tax at ordinary rates only 
to the extent of gain realized on the transaction as a whole. There- 
fore, where stockholders have high bases for their old stock, boot re- 
ceived in connection with split-offs and split-ups would continue to 
be taxed quite differently from boot received in connection with spin- 
offs. For example, if the hypothetical corporation discussed in the 
1924 Committee Reports had been conducting two businesses, one 
through a wholly-owned subsidiary corporation, it could distribute 
$50,000 in cash and spin off the stock of its subsidiary. Its stockhold- 
ers would then be subject to ordinary income tax on the $50,000 cash 
received, assuming sufficient earnings and profits. Or it could dis- 
tribute the $50,000 cash and the stock of the subsidiary in a split-off, 
that is, in exchange for a part of its own stock. Its stockholders might 


20 H.R. 8300, 83d Cong., 2d Sess. §§ 302, 306 (1954). 

21 Split-ups and split-offs involve an exchange of stock for stock; no exchange takes 
place in a spin-off. 

22 The 1954 Code did eliminate the requirement that only distributions of the stock of 
a transferee corporation could qualify for deferred tax treatment. See I.R.C. § 355 (1954). 
To this extent the distinction between spin-offs, split-offs, and split-ups is abrogated. 
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then be subject to no tax at all if the stock of the parent and the sub- 
sidiary together, after distribution of the $50,000, is worth $50,000 
or less, for, assuming again that the stockholders’ basis for the par- 
ent’s stock had been $100,000 before the distribution took place, no 
oain would be realized on the transaction as a whole. 

The Senate’s rejection of the House bill in order to return ‘‘to ex- 
isting law’’ in this area may have complicated the possibility of tax- 
ing as a dividend the entire amount of a distribution that is equiva- 
lent to a dividend, if such distribution is made in connection with a 
reorganization. For the Senate Report, in discussing section 356 of 
the 1954 Code, illustrated ‘‘ existing law’’ by an example: ‘‘Thus, if 
a shareholder surrenders stock which has a basis of $100 in his hands 
in a recapitalization and receives in exchange stock which has a value 
of $56 and a bond with a value of $75, the entire amount of the bond 
would be considered as ‘boot’ but only $25 would be subject to tax 
since this is the amount of his gain realized on the transaction.’’ *8 
Here is explicit recognition and acceptance, without expressed quali- 
fication, of the fact that under the 1954 Code high basis may limit the 
taxation as a dividend of a distribution made in conjunction with a 
reorganization. 

The Treasury, however, does not read section 356 as providing the 
exclusive method of taxing distributions made in conjunction with a 
reorganization. The Regulations under section 301 provide: ** 


Transactions treated as distributions.—A distribution to shareholders with 
respect to their stock is within the terms of section 301 although it takes place 
at the same time as another transaction if the distribution is in substance a 
separate transaction whether or not connected in a formal sense. This is most 
likely to occur in the case of a recapitalization, a reincorporation, or a merger 
of a corporation with a newly organized corporation having substantially no 
property. For example, if a corporation having only common stock outstand- 
ing, exchanges one share of newly issued common stock and one bond in the 
principal amount of $10 for each share of outstanding common stock, the dis- 
tribution of the bonds will be a distribution of property (to the extent of their 
fair market value) to which section 301 applies, even though the exchange of 
common stock for common stock may be pursuant to a plan of reorganization 
under the terms of section 368(a) (1)(E) (recapitalization) and even though 
the exchange of common stock for common stock may be tax free by virtue of 
section 354. 


In Revenue Ruling 56-184,” the Treasury ruled that a distribu- 
tion of cash made by a corporation where stock was to be acquired 
23 §.Rup. No. 1622, 83d Cong., 2d Sess, 51 (1954). 


24 Reg. Sec. 1.801-1(1) (1955). 
25 1956-1 Cum. Butt. 190. 
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in a reorganization under section 368(a)(1)(B) would be taxed 
under section 301, and the exchange of stock for stock would be 
tax-free under section 354 of the 1954 Code. Under section 368(a) 
(1)(B), an exchange of stock for stock qualifies as a reorganization 
only if no ‘‘other property’’ is distributed. If the cash had been 
considered ‘‘other property’’ in the transaction involved in Revenue 
Ruling 56-184, it should not be taxed as a dividend under section 
356(a)(2) because there would have been no reorganization.”® The 
Treasury had to consider the cash as separate from the rest of the 
transaction, thus retaining the ‘‘reorganization’’ status, or else 
impose capital gains treatment on the exchange of the acquired 
corporation’s stock for cash and stock in the acquiring corporation. 

The Treasury has recently considered a recapitalization in which 
a corporation sold substantially all of its assets to a new corporation 
formed by the management of the selling corporation.” The pur- 
chasing corporation paid $18,000 for the assets, as follows: $11,000 
in cash obtained through a first mortgage borrowing on the assets 
acquired, $4,975 in long-term notes, and $2,025 in shares of its stock. 
Immediately thereafter the new corporation sold stock to the gen- 
eral public in an amount equal to 55 per cent of all the stock issued 
and to be issued. The selling corporation was then completely liqui- 
dated, distributing to its stockholders the cash, notes, and 45 per cent 
stock interest it had acquired from the purchasing corporation, and 
the minimal net assets it had retained. 

The Treasury ruled that there was a reorganization under section 
368(a)(1)(E) and (F), in which the exchange of stock for stock 
was tax-free, and an ‘‘unrelated’’ distribution of cash, notes, and 
other assets, taxable under section 301 of the 1954 Code. Unlike the 
case of the B reorganization involved in the 1956 ruling, an E and F 
reorganization may involve distributions of ‘‘other property.’’ 
However, as the Treasury noted: ‘‘Under section 356(a)(1) of the 
Code, gain would be recognized to the shareholders of the ‘selling’ 
corporation ... but in an amount not in excess of the sum of cash 
and the fair market value of the long-term notes and other assets 
received. Under section 356(a)(2) of the Code, such gain would be 
taxable as a dividend to each shareholder to the extent of his ratable 
share of the undistributed earnings and profits of the corporation. 
... Under section 301 the distribution would be taxable as a dividend 


26 But see Grover D. Turnbow, 32 T.C. 646 (1959), rev’d, 286 F.2d 669 (9th Cir. 1960), 
cert. granted, 29 U.S.L. WEEK 3346 (1961); Howard v. Comm’r, 238 F.2d 943 (7th Cir. 
1957). : 

27 Rev. Rul. 61-156, 1961 Int. Rev. Butt. No. 34, at 10. 




















1961] TAXATION OF REORGANIZATION DISTRIBUTIONS 141 


to the same extent as a dividend formally declared in the same 
amount.’’ 


Tue Automatic DivwEenp TEst 


A proviso * tor taxing, as ordinary income, distributions of money 
or other property made in conjunctigqn with a corporate reorganiza- 
tion but having the effect of the distribution of a dividend, presup- 
poses a finding in each case that the distributions do have such effect. 
While dividend treatment of such distributions should not in all 
cases be limited by the amount of gain realized on the transaction as 
a whole,” neither should all distributions of boot made in connection 
with a corporate reorganization in which gain is realized be subject 
to dividend treatment to the extent of gain merely because the cor- 
poration has sufficient earnings and profits. Yet from 1945 until re- 
cently, such treatment was, arguably, the law. 


Tue Jupic1aL ForRMULATION 


In Commissioner v. Estate of Bedford,® a corporation in a re- 
capitalization had exchanged new common and preferred stock and 
cash for its outstanding preferred. The Bedford Estate, owning 
approximately 17 per cent of the outstanding preferred, received 
common and preferred stock and cash. It argued that the cash re- 
ceived on the exchange was subject to tax only at capital gains rates. 
The Court of Appeals for the Second Circuit had agreed, reversing 
the holding of the Tax Court that the cash distribution had the effect 
of a dividend. The conclusion of the Court of Appeals that the distri- 
bution did not have the effect of the distribution of a dividend was 
doubtful since, among other factors, the Bedford Estate had had an 
interest in the corporation’s earnings and profits that exceeded the 
cash it received ; the arrearages on the preferred stock were greater 
in amount than the cash distributed in connection with the reorgani- 
zation.** 

The reasoning of the opinion of the Supreme Court, if not the re- 
sult, reversing the Court of Appeals for the Second Circuit, has been 
the subject of considerable controversy.® While imposing a tax un- 
der section 112(c) (2), the Court declared that section 115(a) defines 
a dividend ‘‘for the purpose of the whole title’’ as any distribution 


28 Such as I.R.C. § 356(a) (2) (1954), or its predecessor, I.R.C. § 112(c¢) (2) (1939). 
29 See discussion pp. 129-141. 

80 825 U.S. 283 (1945). 

81 Cf. I.R.C. § 305 (1954). 

82 See, ¢.g., Wittenstein, supra note 10; Darrell, supra note 12. 
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out of earnings and profits. Admittedly, section 115(a) provides, 
‘‘The term ‘dividend’ when used in this chapter ... means any dis- 
tribution made by a corporation to its shareholders, whether in 
money or in other property, (1) out of its earnings or profits accumu- 
lated after February 28, 1913, or (2) out of the earnings or profits 
of the taxable year. .. .’’ Yet section 115(c) and the Regulations 
thereunder provide that earnings and profits distributed in a bona 
fide liquidation do not constitute a dividend. Thus, the broad defi- 
nition of dividend contained in section 115(a) does not define ‘‘divi- 
dend’’ for purposes of section 115 itself, let alone ‘‘for the purpose 
of the whole title.’’ * 

Once it is admitted that the broad language of section 115(a) is 
modified for purposes of section 115 itself, there would appear no 
necessity to apply section 115(a) to every distribution of ‘‘other 
property’’ made in connection with a corporate reorganization. The 
Supreme Court in the Bedford case stated: ‘‘The precise question is 
whether the distribution of cash in this recapitalization ‘has the 
effect of the distribution of a taxable dividend’ under § 112(c) (2). 
...”’ The taxpayer claimed that it did not, that it ‘‘more nearly has 
the effect of a ‘partial liquidation’ as defined in § 115(i).’’ * The 
Supreme Court merely replied that ‘‘the classifications of § 115... 
do not apply to a situation arising within § 112.’’ * 

This is not to say that the Supreme Court decided the Bedford 
case erroneously. As noted above, the cash received by the Bedford 
Estate was less than the arrearages owed it on its holdings of pre- 
ferred stock. Furthermore, if the cash distribution had been pro 
rata to the holders of the common stock, that is, if the preferred 
stockholders had held common stock in proportion to their preferred 
holdings, there would have been additional grounds for considering 
the distribution as equivalent to a dividend.** The facts as to the 
ownership of the common stock were not developed in the courts be- 
low, however, and the Supreme Court upheld the Tax Court, relying 
in large part on the Dobson rule.” 


83 Section 115(g) would seem to provide that earnings and profits of the current year 
may be distributed without dividend consequences in a redemption ‘‘ essentially equivalent 
to the distribution of a taxable dividend.’’ Contra, Vesper Co. v. Comm’r, 131 F.2d 200 
(8th Cir. 1942), affirming 44 B.T.A, 1274 (1941). 

84 Comm’r v. Estate of Bedford, 325 U.S. 283, 291 (1945). 

85 See note 17 supra. 

86 Such is typically the prime test of dividend equivalency. See, e.g., Idaho Power Co. v. 
United States, 161 F.Supp. 807 (Ct.Cl. 1958), cert. denied, 358 U.8. 832 (1958). See notes 
40 and 43 infra. 

87 Dobson v. Comm’r, 320 U.S. 489 (1943). The Dobson rule was modified in 1948 by 
an amendment of section 1141(a) of the 1939 Code. 
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The Bedford decision seemed to establish the proposition that any 
distribution of money or other property made in connection with a 
corporate reorganization would give rise to ordinary income if the 
corporation had sufficient earnings and profits. While the scope of 
the Bedford dictum was questioned at an early stage,** the consensus 
until recently seemed to be that gain on any distribution of boot 
made in connection with a corporate reorganization would auto- 
matically give rise to income taxable as a dividend if the corporation 
had sufficient earnings and profits.*® A recent holding *° by the Court 
of Claims and some relevent dicta in other recent cases ** indicate, 
however, a growing judicial inclination to limit the Bedford decision 
to what would appear its proper scope. 

In the Idaho Power Co. case, a public utility corporation had 
called its 6 and 7 per cent preferred stock by offering the holders of 
such stock the option either of exchanging their stock, share for 
share, for new 4 per cent preferred stock, plus $8 per share in cash 
and accrued dividends, or for $110 in cash and accrued dividends. In 
order to obtain the deduction available to public utilities under sec- 
tion 26(h) of the 1939 Code * for dividends paid on preferred stock, 
the corporation contended that the cash distributions had ‘‘the 
effect of the distribution of a taxable dividend’’ within the meaning 
of section 112(c) (2). 

The Court of Claims held that the reorganization was for the bene- 
fit of the common stockholders, who were almost entirely different 
persons from those who held the preferred stock.** It rejected the 
argument that ‘‘all that is required to bring the distribution within 
the coverage of section 112(c) (2) is that there should be an exchange 
of stock and the payment of boot money.’’ It disposed of the conten- 
tion that the opinion of the Supreme Court in Bedford required such 
a finding: ‘‘The [Supreme] Court’s opinion [in Bedford] did not 


38 Lewis v. Comm’r, 176 F.2d 646 (1st Cir. 1949). 

89 Wittenstein (supra note 10, at 63) for one, stated, ‘‘Since the promulgation by the 
Supreme Court of its opinion in Estate of Bedford v. Commissioner, it has been assumed, 
without challenge in the courts, that any distribution of ‘other property or money’ made 
by a corporation to its shareholders in connection with a section 112 reorganization, out 
of post-February 28, 1913 earnings or profits of the corporation, is automatically taxable 
to the recipient as a dividend. .. .’’ See also Darrell, supra note 12; and Hawkinson v. 
Comm’r, 235 F.2d 747 (2d Cir. 1956). 

40 Idaho Power Co. v. United States, 161 F.Supp. 807 (Ct.Cl. 1958), cert. denied, 358 
U.S. 832 (1958). 

41 See discussion p. 144 infra. 

42 Now I.R.C. § 247 (1954). 

43 Kighty-eight per cent of the preferred stock was owned by persons who owned no com- 
mon stock. 
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emphasize the facts showing equivalence, but we do not read the de- 
cision, as the plaintiff does, as making equivalence in fact legally 
irrelevant.’’ It then pointed out that the rate of return on the pre- 
ferred stock was reduced from 6 per cent and 7 per cent to 4 per cent, 
a reduction of 33-1/3 per cent and 42 per cent, respectively, and con- 
cluded that the payment of money made in the course of a reorgan- 
ization that so severely reduced the interest of the preferred share- 
holders in the corporation did not have the effect of the distribution 
of a taxable dividend. 

The Court of Appeals for the Second Circuit had somewhat 
earlier indicated that it too rejects the view that the mere presence 
of adequate earnings and profits results in the taxability as a divi- 
dend of distributions of boot made in connection with a corporate re- 
organization. In Hawkinson v. Commissioner * it declared : 


The Commissioner claims that on the authority of . . . Estate of Bedford, 
325 U.S. 283 . . ., it is unnecessary to demonstrate that the distribution of 
boot ‘‘had the effect of . . . a taxable dividend’’ since it is contended that Bed- 
ford establishes as a matter of law that all boot distributions are considered 
dividends to the extent of undistributed earnings and profits. Indeed, this 
seems to be in accordance with the interpretation generally placed on Bed- 
ford. However, that interpretation has encountered severe criticism. ... Were 
we faced with a case where the distribution did not have the effect of a tax- 
able dividend we should find it difficult to reconcile the Commissioner’s pres- 
ent interpretation of Bedford with the clear language of § 112(c) (2). 


Recently, the Court of Claims, in Ross v. United States,* indi- 
cated clearly that it considets the ‘‘automatic dividend”’ rule de- 
funct, if indeed it had been viable in that Court subsequent to the 
Idaho Power decision: ** 


Plaintiff urges vigorously that the Government’s position in this case calls 
for a return to the automatic dividend equivalence theory, i.e., that whenever 
there is a distribution of ‘‘boot’’ money in connection with an exchange of 
stock or securities, and there are earnings and profits, the ‘‘boot’’ money is 
automatically a distribution of a dividend. Commissioner of Internal Revenue 
v. Estate of Bedford, 1945, .. . has frequently been relied upon as authority 
for the automatic dividend equivalence theory. In Idaho Power, supra, this 
court, after a careful consideration of the Bedford case, held that it is con- 
sistent with the rule that the question of dividend equivalence is a question 
of fact in each case. 


44 235 F.2d 747, 750-751 (2d Cir. 1956). 

45 173 F.Supp. 793 (Ct.Cl. 1959), cert. denied, 361 U.S. 875 (1959). 

46 Ross v. United States, 173 F.Supp. 793, 797 (Ct.Cl. 1959) ; emphasis added. In Rev. 
Rul. 56-220, 1956-1 Cum. But. 191, the Treasury had considered a similar, if not the 
identical, factual situation and had applied the ‘‘ automatic dividend’? test. 
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CaTEGORIES OF Exception To THE AUTOMATIC DivipEND RuLE 


The Idaho Power decision, when coupled with the provisions of 
sections 346 ** and 302 of the Internal Revenue Code of 1954, indi- 
cates several areas in which a distribution of money or other prop- 
erty made in connection with a corporate reorganization should give 
rise to capital gain rather than ordinary income. 

Partial liquidation. In the Bedford case the taxpayer argued that 
the distribution of cash and other property made in connection with 
the recapitalization had had the ‘‘effect’’ of a partial liquidation of 
the corporation. Although the corporation had a book deficit, there 
apparently had not been, either as a cause or consequence of the 
distribution, a demonstrable contraction of the corporation’s busi- 
ness—the solid ground on which a partial liquidation argument 
would rest—and the taxpayer advanced no cogent reason for so de- 
scribing the effect of the distribution other than to argue in passing 
that on the basis of some judicial precedent the provisions of section 
115(i) are satisfied by a contraction of capital rather than of activi- 
ties, a liquidation of stock rather than of business.** 

In Lewis v. Commissioner, on the other hand, it was manifest 
that a contraction of the.most definite kind had occurred. The cor- 
poration in Lewis had been engaged in three different lines of busi- 
ness: the manufacture of synthetic resins, the manufacture of chem- 
icals for the textile industry, and the distribution of chemicals. In 
July, 1941, the synthetic resin business and the chemical distributing 
business were sold for approximately $325,000 in cash and securi- 
ties. The corporation also tried to sell its chemical manufacturing 
business, but its efforts were unsuccessful. It was therefore decided 
to continue to operate the chemical manufacturing business until it 
could be disposed of at an acceptable price, and to distribute the 
liquid assets obtained from the sale of the other two businesses so 
that they would not be at the risk of the chemical manufacturing 


47 The Supreme Court had noted in the Bedford case that the ‘‘ definition of a ‘partial 
liquidation’ in § 115(i) is specifically limited to use in § 115.’’ Comm’r v. Estate of Bed- 
ford, 325 U.S. 283, 291-292 (1945). Section 115(i) did provide, ‘‘As used in this section. 
...?? Section 346 (1954), its successor, states, ‘‘ For purposes of this subchapter... .’” 

48 See Brief for Respondent, p. 35, Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). 
See Chommie, Section 346(a)(2): The Contraction Theory, 11 Tax L. Rev. 407 (1956), 
for a discussion of the proposition that under the 1954 Code at least a partial liquidation 
can occur only if there is a contraction of the corporation’s business. 

49176 F.2d 646 (1st Cir. 1949), affirming 10 T.C. 1080 (1948) ; 160 F.2d 839 (1st Cir. 
1947), vacating and remanding 6 T.C. 455 (1946). 

50 See Joseph W. Imler, 11 T.C. 836 (1948), and I.R.C. § 346(b) (1954). 
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business. Under then existing law," gain recognized on a partial 
liquidation would be taxed as short-term capital gain, whereas gain 
recognized on a complete liquidation would be taxed as long-term 
capital gain. Therefore, all the operating assets and the liabilities of 
the old company were transferred to a newly-formed company in ex- 
change for its stock, whereupon the old company liquidated, distrib- 
uting to its shareholders such stock and the cash and securities that 
it had retained. 

In its second hearing of the case, the Court of Appeals for the 
First Circuit had no difficulty in finding a D reorganization in which 
boot had been distributed, rather than a complete liquidation.™ The 
question remained whether the gain was to be taxed as long-term 
capital gain under section 112(c)(1) or as dividend income under 
section 112(c)(2). The taxpayers did not argue the point before 
either the Tax Court or the Court of Appeals for the First Circuit. 
The latter, however, indicated that it would have liked such argu- 
ment, citing authority permitting it to pass on points not raised be- 
low, and comparing the Bedford and similar cases with authorities 
limiting their scope. ‘‘Once it is decided against petitioners that a 
reorganization took place,’’ said the Court, ‘‘petitioners have not 
argued in the alternative... that the gain should nevertheless, under 
§ 112(c)(2), be treated as a gain from the exchange of property 
(long-term capital gain), and not as a dividend. ... We have not con- 
sidered this possible alternative treatment of the transaction.’’ © 

The Court did not specify how the taxpayers could show that the 
distribution of boot did not have the effect of the distribution of a 
dividend, but it would appear that success lay in contending that 
the distribution of boot was akin to a distribution in partial liquida- 
tion. The taxpayers may have thought such an argument useless, for 
section 115(c) as it existed in 1941 provided that gain on a partial 
liquidation was taxed as short-term capital gain, which, absent cap- 


51 From 1934 to 1938, gain on a partial liquidation was fully taxable; from 1938 to 1942, 
as short-term capital gain no matter how long the stock had been held. Section 115(¢) of 
the Revenue Acts of 1934, 1936, 1938, and of the 1939 Code as enacted. 

52 Section 112(g) (1) provided: ‘‘The term ‘reorganization’ means... (D) a transfer 
by a corporation of all or a part of its assets to another corporation if immediately after 
the transfer the transferor or its shareholders or both are in control of the coporation to 
which the assets are transferred. ...’’ The taxpayers contended that no reorganization had 
taken place on the ground that the creation of the new company and the transfer to it of 
the chemical manufacturing business had been motivated by a ‘‘shareholder purpose’’ 
rather than a ‘‘corporate purpose.’’? The Court rejected the argument. For an analysis of 
the general reincorporation question, see MacLean, Problems of Reincorporation and Re- 
lated Proposals of the Subchapter C Advisory Group, 13 Tax L. Rev. 407 (1958). 

53 Lewis v. Comm’r, 176 F.2d 646, 650-651 (1st Cir. 1949). 
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ital losses, is of course taxed at ordinary income rates.™ Since par- 
tial liquidations are now subject to long-term capital gains treat- 
ment under section 346 of the 1954 Code, it would appear that 
taxpayers today should have no reluctance to make the argument 
foregone in the Lewis case. 

Substantially disproportionate redemptions. As noted above, the 
House Ways and Means Committee in 1954 had proposed that a re- 
demption of stock would generally give rise to ordinary income 
rather than capital gain unless the percentage of participating stock 
the stockholder owned after the redemption was less than 80 per cent 
of the percentage of participating stock he owned before the redemp- 
tion. The Senate rejected the substantially disproportionate test as 
the general rule, retaining it as only one measure of a redemption 
‘‘not essentially equivalent to a dividend.’’ This formulation, as em- 
bodied in section 302(b) of the 1954 Code, became the general rule. 
Since the redemption ‘‘essentially equivalent to a dividend’’ test of 
section 302 is in pari materia with the exchange having ‘‘the effect 
of the distribution of a dividend”’ test of section 356,” it is submitted 
that under the 1954 Code a distribution of money or other property 
made in connection with a corporate reorganization should give rise 
to capital gain, not ordinary income, if the substantially dispropor- 
tionate redemption test is met. 

The problem one encounters at the threshold in applying the sub- 
stantially disproportionate test is whether the 80 per cent standard 
should be deemed met in an acquisition type of reorganization if the 
redemption takes place as the first step of the reorganization and is 


54 The argument for the taxpayers would be that a distribution under section 112 that 
was analogous to a partial liquidation should be taxed neither as a dividend under section 
112(¢) (2) nor as a short-term capital gain under the then existing section 115(c), but as 
a long-term capital gain under section 112(c) (1). This is apparently what the taxpayer had 
in mind in the Bedford case, even though under section 115(¢) as it existed in 1937 a dis- 
tribution in partial liquidation would have been taxed as ordinary income rather than short- 
term capital gain, a somewhat harder case. The Government’s response in the Lewis case 
might then have been, that even if section 112(c) (1) was to be applied, it merely provided 
that gain not treated as a dividend should be treated as gain from the exchange of prop- 
erty, and since gain from an exchange in partial liquidation was treated as short-term capi- 
tal gain regardless of the actual holding period, so should it in the Lewis case. 

55 Ross v. United States, note 7 supra. 

56 Cf. Rev. Rul. 56-345, 1956-2 Cum. Buu. 206. In order for the redemption to be sub- 
stantially disproportionate under section 302(b) (2), the 80 per cent test must be met with 
respect to voting stock and all common stock, whether voting or non-voting. Also, the share- 
holder, after the redemption, must own less than 50 per cent of the total combined voting 
power of all classes of stock. Section 302(¢) provides attribution rules for determining 
constructive ownership of stock, and section 302(b) (3) provides that a complete termina- 
tion of a shareholder’s interest shall not be ‘deemed a redemption essentially equivalent to 
a dividend. These provisions are relevant to the subsequent discussion. 
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not substantially disproportionate as among the stockholders of the 
redeeming corporation. If the redemption is viewed as occurring 
after the acquisition, the 80 per cent standard is more easily met. 
For example, A and B each owns 50 per cent of the 1,000 shares of 
corporation X, whose value is $100,000. Corporation X merges into 
corporation Y, whose value is $200,000. A and B each emerges with 
250 shares of corporation Y and $25,000 in cash, the present stock- 
holders of corporation Y retaining their 2,000 shares and receiving 
no cash. 

If A and B are each considered as having received 500 shares of 
corporation Y and no cash, each would own 500/3,000ths or 16-2/3 
per cent of the stock of corporation Y following the reorganization, 
and the redemption of 250 shares from each for $25,000 in cash would 
leave each with 250/2,500ths or ten per cent of the stock of corpora- 
tion Y. Ten per cent is less than 80 per cent of 16-2/3 per cent, and the 
redemption would be substantially disproportionate as to each of A 
and B. On the other hand, if the redemption is viewed as having taken 
place as the first step of the merger, when A and B each owned 500 
shares of the stock of corporation X, each would have owned 500/ 
1,000th or 50 per cent of the stock of corporation X before the re 
demption, and 250/500ths, still 50 per cent of the stock, after the re- 
demption. The redemption would not have been substantially dis- 
proportionate as between A and B, and the merger with corporation 
Y would have been on a straight stock for stock basis. 

The rationale of the disproportionate redemption test is that the 
continuing relationship among the shareholders of the corporation 
be radically modified following a distribution in redemption.™ It 
should be of no importance, therefore, that the relationship inter se 
among the shareholders of one of the constituent corporations is 
not modified if their relationship, both individually and as a group, 
with all of the stockholders of the continuing corporation is modified 
in accordance with the standards of section 302. Accordingly, it is 
submitted that a redemption should be considered as meeting such 
test if the 80 per cent standard would be met by viewing the redemp- 
tion as occurring after the merger. In other words, a ‘‘net effect’’ 
test should be adopted. Or stated another way, the substance, not the 
form, of the transaction should govern. Hence, for purposes of ap- 
plying the substantially disproportionate test, it should be imma- 
terial whether a shareholder in a reorganization receives stock from 
the new or surviving corporation in an amount substantially dispro- 
portionate to his prior holdings, along with money or other prop- 


57 Note the specific provision in section 302(b) (2) (D) (1954). 




















1961] TAXATION OF REORGANIZATION DISTRIBUTIONS 149 


erty, or receives proportionate stock and then has a portion of it re- 
deemed, or receives such money or other property from his old cor- 
poration as the first step in the reorganization. In the situation 
posited above, the 80 per cent test should be deemed met. 

A subsidiary problem remains, however. For a difference in the 
amount of recognizable capital gain may result depending on the 
form the substantially disproportionate redemption takes."® The 
reason is that gain is reduced by the basis of stock surrendered, so 
that identification of the stock surrendered may be imperative. In 
Bruce v. Helvering,® the Court rejected the Commissioner’s argu- 
ment that the taxpayer’s sale of 200 shares for $48,000 cash and the 
exchange, in a tax-free reorganization, of her remaining 200 shares 
for stock of the acquiring corporation gave rise to gain of some 
$63,000, recognizable to the extent of the $48,000 cash received. The 
Court held that the sale to the acquiring corporation, though made 
on the same day as the exchange of stock, was wholly independent 
thereof and made without anticipation of the exchange offer, and 
that therefore gain was reduced by the basis of the 200 shares sold. 
Similarly, in C. George Armstrong © and A. W. Leonard ™ the Court 
held that where preferred stock was sold and common stock ex- 
changed, though both transactions took place at the same time, rec- 
ognizable gain was reduced by the basis of the preferred stock sold. 

These decisions were based on the fact that the two classes of stock 
have ‘‘a separate basis upon which to compute gain or loss.’’ * The 
same should be true of identifiable shares of common stock. If not, 
gain should be reduced by the average basis of the stock allocable to 
the redemption. Such an approach would appear justified in the light 
of Revenue Ruling 57-334 even if no specific shares are redeemed. 
Nonetheless, it would seem advisable to surrender actual shares, and 
not rely upon an extension of the ruling to reduce gain by the aver- 
age value of the shares in effect redeemed. 

Other distributions not having the effect of a dividend. As noted 


58 The subsequent discussion is relevant also in the case of a partial liquidation. 

59 76 F.2d 442 (D.C. Cir. 1935). 

60 31 B.T.A. 418 (1934). 

61 21 B.T.A. 549 (1930), appeal dismissed, 55 F.2d 1077 (10th Cir. 1931). 

62 O, George Armstrong, 31 B.T.A. 418, 420 (1934) ; A. W. Leonard, 21 B.T.A. 549, 560 
(1930). 

63 Rey. Rul. 57-334, 1957-2 Cum. Buu. 240, provides that in determining gain or loss 
realized on a partial liquidation there shall be taken into consideration the shareholder’s 
basis for the shares in effect redeemed, regardless of the actual number of shares sur- 
rendered for redemption. The basis of the shares ‘‘redeemed’’ is calculated by the ratio 
that the value of the total distribution bears to the total fair market value of the net 
assets of the distributing company immediately before the distribution. 
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above, the Senate, in considering the 1954 Code, rejected the pro- 
visions of the House bill that would treat a redemption as subject to 
capital gains treatment only if the redemption was substantially dis- 
proportionate as among the shareholders. The Senate Committee 
Report averred that the House provisions were ‘‘unnecessarily re- 
strictive, particularly in the case of redemptions of preferred stock 
which might be called by the corporation without the shareholder 
having any control over when the redemption may take place.’’ * 
Judicial application of this precise premise is found in the Idaho 
Power case, discussed above, where the preferred shareholders were 
forced to accept a substantial modification of their interests. The 
Senate recognized that in its adoption of the general dividend-equiv- 
alence criterion it was retaining existing law which had not then 
become definite in all its aspects. Nor has it yet. The Committee Re- 
port recognized that ‘‘... the determination of whether a redemp- 
tion is taxable as a sale at capital gains rates or as a dividend at ordi- 
nary income rates [is] dependent, except where it is specifically pro- 
vided otherwise, upon a factual inquiry.’’ © 

It is not the purpose of this paper to explore here the myriad sit- 
uations ® that have and can arise, but merely to state that where a 
distribution of money or other property standing alone would not 
be treated as the distribution of a dividend, it should not be treated 
as having ‘‘the effect of the distribution of a dividend’’ when made in 
connection with a corporate reorganization. 


ConcLusIOoN 


Treatment as a dividend of property distributed in connection 
with a corporate reorganization would not appear always limited, 
by logic or legislation, to the gain realized on the transaction as a 
whole. The legislative history of the predecessor of section 356(a) 
of the 1954 Code indicates that Congress, when it modified the stat- 
ute in 1924, was not attempting to limit dividend treatment but to 
impress such treatment on a statutory framework that had rendered 
only capital gains when applied in the past. The Treasury in its 
Regulations under the 1954 Code has explicitly taken the position 
that a distribution of property made in conjunction with a reorgani- 
zation is within the terms of section 301, although it takes place at 
the same time as the reorganization, if the distribution is ‘‘in sub- 


64 §, Rep. No. 1622, 83d Cong., 2d Sess. 44 (1954). 


65 Id. at 233. 
66 See, e.g., Arthur H. Squier, 35 T.C. 950 (1961), and Herbert C. Parker, 20 TCM 893 


(1961). 

















1961] TAXATION OF REORGANIZATION DISTRIBUTIONS 151 


stance a separate transaction whether or not connected in a formal 
sense.’’ ** Some support for this position is found in Georgia P. 
Johnson ® and Bazley v. Commissioner,” discussed above, as well as 
in the legislative history. 

In the obverse situation, a distribution made in connection with a 
reorganization is not automatically to be treated as a dividend upon 
ascertaining that the distributing corporation has sufficient earn- 
ings and profits to cover the distribution. The Treasury has argued 
for ‘‘automatic dividend’’ treatment of such distributions ever since 
the Supreme Court’s decision in Commissioner v. Estate of Bed- 
ford.” But the supposed sweep of that decision has properly been 
circumscribed in recent cases ™ by a factual inquiry to determine 
whether in fact the distribution does have the effect of the distribu- 
tion of a dividend. In this respect the statutory and judicial criteria 
developed to distinguish partial liquidations and substantial 
changes in proportionate ownership from dividends disguised as re- 
demptions would appear to be helpful in solving this analogous 
problem. 


67 Reg. Sec. 1.301-1(1) (1955). See also rulings discussed pp. 139-140 supra. 
68 6 TCM 633 (1947). 

69 331 U.S. 737 (1947). 

70 325 U.S. 283 (1945). 

71 See cases discussed pp. 143-144. 
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Book Reviews 


THE PLANNING AND ADMINISTRATION OF ESTATES. Edited by René A. WoRMSER. 
New York: Practising Law Institute, 1961. Pp. xiv, 324. $7.50. 


Estate planning has attracted increasing interest in recent years. Many 
small law schools which offer only two or three tax courses offer one on estate 
planning.’ A large number of textbooks and guides on the subject have been 
published, some of them excellent, but The Planning and Administration of 
Estates, edited by René A. Wormser and published under the auspices of 
the Practising Law Institute, is, at least as far as this reviewer knows, unique. 
As the title indicates, it is not confined to the planning of an estate, but also 
deals with its administration and the post-mortem planning possibilities 
which may arise. In addition, it is cast in the medium of two successive panel 
discussions, held at a two-day PLI forum in New York City and, in the main, 
represents a lively dialogue, or multilogue, in which the audience occasionally 
participates. 

The discussion of the panels is based upon three carefully prepared memo- 
randa. The first sets forth the typically illiquid assets of one Androcles Simp- 
son, a prosperous manufacturer, the bulk of whose fortune is represented by 
stock in a closely-held corporation, complete information concerning his im- 
mediate family, including the assets and idiosyncracies of each, and a detailed 
statement of Mrs. Simpson’s assets. The discussion of the first panel is based 
upon these facts. 

The second memorandum sets forth the various steps that Mr. Simpson 
took between his estate planning conferences and his untimely death which 
occurred about a year later. Most of these steps were taken in accordance with 
the advice of the attorneys and other professional estate planners whom he 
consulted, and they work out very well ; a few, however, were based on his own 
notions and these, mirabile dictu, almost uniformly lead to disastrous results. 

The third memorandum lists the actual assets of Simpson’s estate at the 
moment of his death, and it was upon this basis that the second panel discussed 
the administration of his estate. 

The panel discussions, which occurred at a two-day PLI forum in New York 
City, were conducted by two different panels, which, realistically, were of dif- 
ferent composition. The estate planning panel consisted of seven attorneys, a 
trust officer, and the director of the estate planning service of a well-known 
life insurance company. The panel which devoted itself to estate administra- 
tion was almost equally divided between attorneys and trust officers. All of 
these men were experts, each in his particular field, and their discussion pre- 
supposes a knowledge of the rudiments of each of the many subjects touched 


1The development of a professional jargon (e.g. pourover, spraying, and sprinkling 
trusts) suggests that estate planning may soon attain the status of a science, 
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upon in the field of estate planning. These subjects were purposely not limited 
to those arising from the facts of the estate which was under consideration. 

Before considering the affairs of the fictitious decedent, something should 
be said about Mr. Wormser’s editorial notes which, indented and printed in 
smaller type, are liberally sprinkled throughout the text of the panel discus- 
sions. They constitute at least one-quarter of the 273 pages devoted to these 
discussions. The author modestly describes these notes as additional material 
interspersed to clarify the discussion and, in some instances, to amplify it.? 
He also confesses that he has disentangled, edited, and generally taken liber- 
ties with the stenographic transcript of the two panel discussions. The result 
is readable, interesting, and full of many good suggestions, but the ‘‘state of 
the record’’ before Mr. Wormser supplied his explanations,* annotations,* 
and cross references must in some respects have been quite faulty. However, 
tax attorneys and estate planners who can browse through the clarified and 
amplified product at leisure should be thankful, since they have at their com- 
mand something far more thoughtful and thorough than all of the sugges- 
tions and colloquies which were heard by the more than 500 who attended 
the PLI forum during the crowded hours in which the bulk of this material 
was originally presented. 

The book, which was copyrighted in 1961, does not state when the PLI 
forum was held. Internal evidence suggests it was some time during 1959 5 
and that Mr. Wormser completed his editorial and supplementary work about 
the middle of 1960.° He cautions that many changes of the applicable tax law 
are in prospect, and advises checking such changes, whether by legislation, 
ruling or decision, before making any major tax planning decisions. Within 
the few months which have passed since the book went to press the estate tax 
exemption of foreign real estate has been brought under serious attack, the so- 
called Pomona College ruling permitting a tax-free realization of capital gain 
has been severely curtailed, and the District Court decision which valued at 
market Treasury Bonds which could have been used at par to pay off federal 
estate tax, has been reversed. 

Throughout the book Mr. Wormser stresses the probability of continuing 


2 Editor’s Preface, p. iv. 

8 See, e.g. pp. 57, 140, 148, 238. 

4 See, e.g. his excoriation of ‘‘ dynastic planning’’ (p. 151) ; his eminently practical ad- 
vice on family planning (pp. 165-166) ; his note on ‘‘jointly’’ held property (p. 30) ; his 
long discussion of accumulation trusts (pp. 85-90) ; his note on ‘‘split-dollar insurance’? 
(pp. 123-124) ; and on ancillary proceedings (pp. 201-202). 

5 P. W. and B. R. Phillips, 30 T.C. 866 (1958), discussed by the first panel (p. 52), was 
thereafter reversed in 1960; Werbe v. United States, 178 F.Supp. 704 (S.D.Ind. 1958), also 
discussed (p. 55), was thereafter affirmed on Dec. 30, 1959; H.R. 9662, 86th Cong., 2d Sess., 
referred to as pending before a Congressional committee (p. 234), was passed by the House 
of Representatives on Feb. 4, 1960; and see the reference to a 1958 amendment ‘‘ passed 
about a year ago’’ (p. 117), and to the Mills Bill, H.R. 11997, 85th Cong., 2d Sess. (1958) 
(p. 215). 

"* See his references to Rev. Rul. 60-31, 1960 Int. Rev. Buty. No. 5 (p. 102); United 
States v. Reed, 177 F.Supp. 205, af'’d Mar. 7, 1960 (p. 107) ; and Stanton v. United States, 
363 U.S. 278 (1960) (p. 123). 
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inflation, which for the immediate past he places at an average annual decline 
of 3 per cent in the value of the dollar.” He notes that life insurance salesmen 
in particular are frequently not sufficiently conscious of its devastating effect 
and will advise a widow to take some option other than a lump-sum cash settie- 
ment.® And he implores a testator who is similarly fearful of inflation to state 
plainly in his will that his trustee should confine himself to equities or, at 
least, to authorize ‘‘going overboard’’ in commons. In criticizing the estate 
plan suggested by certain members of the first panel which would allocate 
nothing but fixed dollar securities to members of the family who will not de- 
vote themselves to the management of the family enterprise, he suggests mod- 
ifying this plan somewhat ‘‘so that the rest of the family would not be tied 
wholly to the fragile dollar.’’ 1° 

In order to present a broad area of problems, the family of Androcles 
Simpson is made up of a large number of individuals, each with his peculiar 
problems. The discussion of the first panel begins with the conventional list- 
ing of means to minimize the liquidity problem of an estate, such as the mar- 
ital deduction, lifetime gifts, gifts to charities, making sales during life or 
after death, rearranging the life insurance portfolio, acquiring new insur- 
ance, using section 303 of the Code to redeem stock, ete. 

One method of transferring a growing asset to members of the family at 
minimum tax cost is discussed at some length. It is the gift of the income for a 
term of years to a charity, with an immediate cash saving due to a substantial 
income tax deduction, and remainder to the natural objects of the testator’s 
bounty, with the gift tax limited to the present value of the remainder in- 
terest. Another very interesting miniature lecture discusses in detail how var- 
ious features of life insurance can be used to increase liquidity. Again there is 
a convincing demonstration of how inter vivos accumulation trusts can be 
used to cut estate tax. Various methods are suggested of securing the loyalties 
of Mr. Simpson’s non-family key executives, on whose management the family 
enterprise will have to depend before Simpson’s son can assume full respon- 
sibility. In the course of this discussion, the information is casually dropped 
that an executive is better off with an 85 per cent restricted stock option than 
with a 95 per cent option if his income tax bracket is below 75 per cent. 

The book is full of practical observations of this nature. For example, it 
also points out that under certain circumstances it may be wise to forego the 
marital deduction, in whole or in part, so as to be able to utilize to its fullest 
extent the privilege conferred by section 303 of partially liquidating a corpo- 
ration tax free.!2 And it also points out that if a testator creates a marital de- 
duction trust and a non-marital trust, it may be advantageous not to give the 
income of both trusts to the widow, but to limit her to the income of the mar- 


7 Pp. 12-13, 42-43, 57. 
8 P, 185. 

® P, 281. 

10 P, 158. 

11 P, 109. 

12 Pp, 19-20. 
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ital deduction trust with power to invade principal for income deficiencies, 
thus reducing the amount subject to estate tax in her estate, and giving the in- 
come of the non-marital trust to the children, who presumably are in lower 
brackets than the widow."* In short, the book abounds in admirable construc- 
tive suggestions of what may be done both by way of estate planning and dur- 
ing the period of administration. 

This reviewer, however, found most interesting the discussion of the var- 
ious types of pitfalls which might be encountered. Mention has already been 
made of the adverse effect which full utilization of the marital deduction may 
have in cutting down the tax-free redemption privilege under section 303. The 
fixed-amount-marital-deduction formula, although it has its defenders, is re- 
jected by the panelists practically unanimously. The contemplation-of-death 
danger, almost inevitably inherent in lifetime gifts of life insurance policies, 
is stressed. The inadvisability of placing the family home in trust is dwelt 
upon at length in one of Mr. Wormser’s informative editorial notes, and the 
panel also mentions the frequent difficulty involved in proving the survivor 
has contributed to the cost of property left in a joint tenancy. 

In the field of life insurance, Mr. Wormser points out that paid-up policies 
are vulnerable to inflation 1° and expresses his distaste for endowment pol- 
icies, which result in ordinary income, and for a plan of providing for retire- 
ment through annuities.1* In his opinion endowment policies should be con- 
verted into ordinary life policies or, better still, be cashed and the proceeds 
invested in equities. 

There is a practical hint that if there is a buy-sell agreement covering un- 
registered stock, and if there is to be a sale after death, the will should author- 
ize the executor and the trustee, if any, to give an ‘‘investment letter’’ for 
SEC purposes.!? The disadvantage of owning property located in some for- 
eign jurisdiction is dwelt upon, citing as an example Louisiana with its insti- 
tution of ‘‘forced heirshiv.’’ +8 Similarly, an attorney who practices in a state 
which has only an estate tax, such as New York and others, is cautioned to 
familiarize himself with the details of state inheritance tax laws should these 
become applicable with respect to the property of his decedent or that of his 
family.!® In this connection, one of the facts stated with respect to Mr. Simp- 
son is that he has been married before and has a son by his first marriage of 
whom his second wife is very fond. It is suggested that there probably will be 
a large saving for state inheritance tax purposes if the stepmother anand 
adopts this adult, if controlling state law permits.”° 


18 Pp, 16-17, 21. 
14 Pp. 29-30. 

15 P, 45. 

16 Pp, 53-54, 

17 P, 62, 

18 P, 65. 

19 P, 148, 

20 Ibid. 
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So much for the deliberations of the first panel. Before Simpson is hit by a 
truck about a year later, he has taken various steps looking toward putting his 
house in order. These form the bases of the second panel’s discussions. A con- 
siderable part of the second panel’s discussion is devoted to practical prob- 
lems of administration which have no tax significance,21 but that does not de- 
tract from their interest ; in fact, they offer a welcome breathing spell from 
the preponderant emphasis on death taxes, which naturally pervades the at- 
mosphere of estate administration. 

To some extent, also, the deliberations of the second panel concern them- 
selves with steps which should have been taken by the decedent or his ad- 
visors ** and, therefore, arguably should have been covered by the first panel. 
Ideally, this may be correct. But we are not dealing with a textbook. The PLI 
forum is attempting to present what happens to an estate plan during its in- 
ception, partial fruition and ultimate dénouement. And it will be a rare plan 
where the dénouement does not turn up a number of ‘‘might have beens.’’ 
And so we should not cavil if the second panel has suggestions of what should 
have been done as to qualifying insurance for the marital deduction,”* or with 
respect to informing the executor of how to go about the sale of some unusual 
collection,?* or as to steps to establish domicile,?® or using lifetime transac- 
tions, such as ‘‘pilot sales’’ or taxable gifts, as an aid to establish the estate 
tax valuation of closely-held interests.?® 

The most interesting part, however, of the second panel’s discussions is that 
dealing with various phases of post-death estate planning. 

A good many of the ramifications of a section 303 redemption are dis- 
cussed.?? For example, in a borderline case where it is doubtful whether the 
closely-held stock can meet the test of representing at least 50 per cent of the 
net taxable estate, it may become important to charge off administration ex- 
penses against the estate, thereby decreasing the taxable estate, rather than 
to have the estate avail itself of its election to use them as an income tax de- 
duction. Problems may also arise where stock which is eligible for section 303 
redemption has been distributed before death in contemplation of death or 
has been distributed to the heirs by the executors. Under such conditions it is 
pointed out that caution is essential in determining which of the closely-held 
stock should be the first to be redeemed by the corporation. A member of the 
audience made the very realistic comment that a bank which gives a substan- 


21 See, e.g. the recommendation as to how to provide for one’s funeral (pp. 179-182) ; 
who should collect insurance proceeds (pp. 184-185) ; the executor’s responsibilities to col- 
lect social security and veterans’ benefits (pp. 185-187) ; what to do if a will contest is an- 
ticipated (pp. 187-188, 196-198) ; and the rules about locating next of kin (pp. 195-196). 

22 Mr. Wormser recognizes this duplication and, indeed, defends it; see Editor’s Preface, 
p. iv. 

23 Pp, 183-184. 

24 P, 270. 

25 Pp, 188-195. 

26 Pp, 274-276. 

27 #.g., pp. 206-207. 
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tial line of credit to the close corporation may be highly interested and per- 
haps quite opposed to a large withdrawal of cash to redeem the decedent’s 
stock. 

Certain conflicts of interest are pointed out. As far as the executors are con- 
cerned, low appraisals of an asset, such as closely-held stock, would serve to 
reduce their commissions.*® And to what extent may an executor discriminate 
in distributing high basis assets to a beneficiary in a higher income tax bracket 
and vice versa,?® or an item of income-in-respect-of-a-decedent which is an 
asset that carries an income tax benefit which is materially worth more to a 
distributee than an asset which does not carry such a benefit? 9° Again, the 
allocation of tax-exempt income is most beneficial to high bracket, non-charit- 
able beneficiaries. Unless specific authorization is included in the will author- 
izing such types of discrimination, the executor will generally be helpless, un- 
less all of the beneficiaries are agreeable to signing a schedule of distribution. 
A conflict which is not mentioned may occur where election by the executor of 
the higher of the two valuation dates will result in an increase of the widow’s 
marital deduction at the price of a greater estate tax borne by the residue. 

There is discussion of the ten-year payment rule under section 6166. It is 
pointed out that there is nothing to prevent an executor from collecting suffi- 
cient cash to pay the estate tax through a section 303 redemption, taking ad- 
vantage also of section 6166 and using up to ten years to pay the tax. How- 
ever, the various dangers which beset an executor who elects to use section 
6166 are discussed in some detail, and the provision is dismissed pretty gen- 
erally as representing a ‘‘highly illusory piece of relief.’’ #4 

In the discussion of deferred compensation, the risk of a small- or medium- 
size corporation creating a duplicate executive overhead is pointed out, as is 
the partial solution which may be found by adopting some qualified plan.®? 
With respect to qualified plans, the conflict between two major tax rules is 
noted: if you want the estate to have tax exemption of a survivor’s benefit 
under a qualified plan, the funds must be left in the plan ; but if the executive 
wants to take advantage of taking a lump sum taxable at capital gain rates, 
he must take out of the plan whatever he has in it.* Also, there is a caution, 
concerning which there was a difference of opinion among the panel members, 
that the lump-sum capital gain might not be available if the executive con- 
tinues to receive deferred compensation or pay for consultative services.*4 
Finally, it was pointed out that it was rather foolish to give a widow, who has 
an estate of her own, a post mortem benefit under a qualified plan, since this is 
an exempt asset which does not increase the marital deduction in the hus- 
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band’s estate. Such a benefit should rather be given to one or a number of 
trusts created for the benefit of others than the widow. 

A book which deals with such a very great number of subjects naturally 
will show some unevenness in the quality of their treatment. There are a few 
rather irritating instances of reference to Internal Revenue Service rulings 
or Revenue Rulings which are not identified. For example, we are cautioned 
to watch out for the ‘‘hedge clause’’ in the (unidentified) published ruling 
that indicates there must be no plan or intention later to redeem section 303 
stock which has been given to a foundation.** We are also told that the Reve- 
nue Service, under a published (but likewise unidentified) ruling will not be 
controlled by the number of shares sold but by the proportional redemption 
in a section 303 situation.®* 

Occasionally, the suggestions offered do not seem too practical. Mr. Simp- 
son wants to buy the loyalty of certain key executives two of whom are close 
to retirement age. The other two are about forty. With respect to the latter a 
deferred stock bonus plan is suggested.** Why should these individuals be 
interested in receiving an unsaleable minority interest in a close corporation ? 
In this respect, Mr. Wormser’s comment concerning restricted stock options 
takes a more realistic approach. He cautions that such an option may be quite 
undesirable if it covers this type of stock.®® 

The book contains a plea that fees paid for estate planning should be de- 
ductible for income tax purposes, and it will please estate planners to learn 
that the American Bar Association has, indeed, made such a proposal to 
Congress.*° 

Finally, the book is not without an occasional delightful touch of humor. 
Mr. Wormser, when commenting on the fact that for the most part the trust is 
known only in Anglo-Saxon jurisdictions, adds: * 


The Moslem legal system knows the trust. It differs from ours, however, in 
having four major parties: There is the income beneficiary and the remain- 
derman, and there is a trustee, but the trustee is God—the fourth party is the 
manager of the property, who acts as the agent of God. 


The book may confidently be recommended to those who are experts in the 
estate planning field and should provide a wealth of stimulation and pleasure 
for those whose studies to date have been limited to the more basic textbooks. 

—Epmunp W. PAvVENSTEDT 
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Selected Tax Reading* 


DeEDucTIBILITY OF ATTORNEYS’ Fres, THE. Nots. 74 Harv. L. Rev. 1409 
(1961). 


This excellent and well documented analysis deals with an important and 
continually elusive concept, viz., when does an attorney’s fee in various types 
of litigation constitute a deductible expense under the tax law. This question 
is probed in a comprehensive and authoritative manner under three principal 
headings: capital expenditures; public policy questions; and personal ex- 
penses. These are the three primary grounds upon which the courts and the 
Service rely to disallow deductions for the particular fee in question. This 
note will fulfill a valuable function in the tax literature by its informed and 
well-reasoned analysis of a troublesome but important question. The note con- 
cludes that an attorney’s fees of an individual (other than those of a capital 
nature) should be deductible under a formula similar to that provided for the 
deduction of medical expenses. 


FEDERAL Tax ASPECTS OF THE OBLIGATION TO Support. Nots. 74 Harv. L. Rev. 
1191 (1961). 


This note represents a valuable contribution to informed analysis of the 
various income, estate, and gift tax problems which occur on the satisfaction 
of a taxpayer’s obligation to support a dependent. Primary emphasis is 
placed on the numerous income tax problems which arise in this area, but the 
support problem in general is viewed in its larger sense as well. The main 
thrust of the discussion analyzes the various situations where income will be 
imputed to a grantor (under the so-called Clifford provisions of the Code) 
because of the discharge of his obligation to support a dependent. Difficult 
problems, such as the nature and extent of the support obligation, and which 
law, state or federal, is to be used to determine its existence and scope, are 
also considered in this timely and timeless discussion. 


TAXATION—F'EDERAL INCOME TAX—PUBLISHED OPINIONS OF THE NEw Tax 
OrriciaLpom : A Review. ComMENT. 59 Micu. L. Rev. 929 (1961). 


This study constitutes an interesting and instructive collection of the pub- 
lished viewpoints on matters of basic tax policy by some of President Ken- 
nedy’s recently appointed ‘‘tax officials.’? Although privately-held theories, 
reforms, and expectations often have a habit of falling considerably short of 
actual realization when public office is ultimately attained, this study affords 
a timely opportunity to speculate upon the possible development of current 
thinking in government on general or specific revision of the tax laws. In 
view of the pressure building up for a general overhaul of the tax structure, 
a study of previously published opinions by key government officials in charge 
of tax policy decisions would seem to be time well spent by any serious 
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student of the tax law, and to this end, these materials make for interesting 
and thoughtful reading. 


SympostuM—Tax PROBLEMS ENCOUNTERED IN REAL EstaTE TRANSACTIONS. 
11 W. Res. L. Rev. 139-322 (1960). 


This collection of generally fine papers discusses in depth a wide variety 
of issues in the real estate field and the multitude of tax problems encountered 
therein. Such questions as the tax implications involved in the acquisition, 
operation, and disposition of real estate are explored in detail, together with 
numerous problems surrounding the use of depreciation deductions, mort- 
gage financing, syndication, subdivision, collapsible corporations, sale and 
leaseback, and many other tax-planning techniques in the real estate field. 
This collection should serve as a valuable tool for those practitioners whose 
duties require them to be familiar with the myriad tax problems and pitfalls 
incident to most real estate transactions of any consequence. 


TAXABLE AMOUNT REALIZED FROM APPRECIATED PROPERTY DISPOSITIONS: 
Unitep States v. GENERAL SHOE Corp. Norte. 47 Va. L. Rev. 469 (1961). 


An area of the tax law which, like Banquo’s ghost, will apparently not be 
silenced, is the subject of this informative and well-reasoned note. The recent 
decisions of the Court of Appeals for the Sixth Circuit in the Marshman and 
General Shoe cases serve as the focal point for a comprehensive analysis of 
the ‘‘realization problem’’ in those situations where a taxpayer disposes of 
appreciated property ‘‘in kind.’’ This generally excellent note should serve 
as a valuable summary and codification of one of the more important and 
contentious areas of the tax law, and well deserves the wide attention it will 
no doubt receive. 


Tax PoLicy AND THE GoLD PropuemM: AN AGENDA For INquiry. By RoBErt 
ANTHOINE AND Henry S. Buiocu. 61 Cotum. L. Rev. 322 (1961). 


This timely and informative article discusses in depth the basic policies 
underlying the United States taxation of foreign trade and the relationship 
of these provisions to the severe drain on our gold reserves that has beset 
this country in recent years. Although the discussion of this topic is couched 
largely in terms of economics, the conclusions drawn by the authors read 
like a history of the arguments currently being made before Congress on 
various proposed amendments to the rules for taxing international trans- 
actions. . 


New Tax Pouicy on DEFERRED COMPENSATION, THE. By Raups S. Rice. 59 
Micu. L. Rev. 381 (1961). 


The author in this interesting and informative study focuses on the recent 
Service ruling sanctioning certain types of deferred compensation agree- 
ments between an employer and employee effectuated outside the operation 
of the ‘‘ qualified pension and profit sharing plan”’ rules. This article traces 
the judicial and administrative history of the deferred compensation tech- 
nique down to its present status and offers some suggestions for further 
clarification in this important and popular area of tax-planning. 
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